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THE TARIFF, 1929-30 


SUMMARY 


.I. The principle of equalizing costs professes to extend no favors, 175; 
in actual legislation, there is a scramble for favors, 177.—II. The Tariff 
Commission was established in 1916 as a body for inquiry and report, 
178.—The great changes, in the flexible provisions of 1922, 179.—III. 
The Session of 1929-30, 180.—The make-up and procedure of the House 
and Senate Committees, 181—The revolt of the insurgents, 184.— 
IV. The principle of merely equalizing costs ignored; aid to depressed 
industries (such as sugar) the dominant note, 186.—The farmers’ rep- 
resentatives press for aid in other ways than by increased tariff rates, 
189.—V. The Tariff Commission again; its unsatisfactory working after 
1922, 191—-VVI. Possibilities of the future, 194.—Tariff Boards in other 
English-speaking countries; the combination of power and responsi- 
bility in a Minister, 196.—Nothing of the kind in the United States,197. 
— The President’s position, 198.—Possibilities suggested by the meth- 
ods elsewhere; Cabinet members and Congress, 199.—VII. No far- 
reaching changes to be expected, 200.—Maintenance and improvement 
of the present system the only practicable policy, 201. 


I 


DeEsBaTEs on the tariff have taken a new turn of late 
years. We are in the midst of brave professions and 
inglorious outcome, of much heralded devices and dis- 
couraging failures. It is the contrast between the pro- 
fessions and the outcome to which I would first call 
attention. 

The protectionists have always maintained, and have 
honestly believed, that their policy was good for the 
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country as a whole. Protection is not meant to give 
special or unusual profit to any individuals, or any in- 
dustry, or any section. True, interested persons in 
plenty have asked for support to their own ventures, 
and have profited more or less when it has been ex- 
tended. Adam Smith upbraided the protectionists of 
his day for their mean and rapacious spirit, and averred 
again and again that it was this which alone accounted 
for the mercantile system. Modern free traders too 
sometimes compare those who ask for protective duties 
to hogs scrambling in the trough. But the staunch pro- 
tectionist, if asked whether he meant that a manu- 
facturer or an industry should get special gain, — 
higher gains than for other people or in other industries, 
— would reject the insinuation with scorn. No; all are 
to benefit, and benefit alike. 

This note of an all-pervading benefit, of an equal dif- 
fusion of blessings, has now taken its new turn. It has 
taken the form of arguing in favor of equal treatment 
for all; or rather, assurance of equality in conditions. 
The object of a tariff, we are told, is to equalize oppor- 
tunities. No special favors to any persons or any in- 
dustry; all are merely to be on the same plane. If a 
domestic producer has higher costs than his foreign 
rival, he is to be assisted by duties which will enable 
him to hold his own. He is to have no more than this, 
and least of all is he to be put in a position to make un- 
usual profits. 

The program or principle of equalizing costs of pro- 
duction, or “‘competitive conditions,” was put forward 
more or less vaguely before the great war, and finally 
given concrete expression in the tariff act of 1922. The 
well-known “‘flexible provisions”’ of that measure called 
on the President, via the Tariff Commission, to raise 
duties when domestic cost of production was higher than 
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foreign, to reduce them when it was lower. This is a 
statement of the essentials of the law. In any careful 
explanation, and even more in any examination of the 
actual working, there are all sorts of intricacies. The 
thing to be noticed is the brave gesture. Duties are to be 
raised if the domestic producer does need more than the 
stated rates; but they are also to be lowered if he does not 
need them in order to maintain an equal competition 
with the foreigner. No special favors, no special profits— 
merely equality of position. Such is the declared policy 
of the dominant party and of the established legislation. 

The story is different when it comes to the outcome, 
the concrete doings of the dominant individuals and 
organizations. They act, they profess, they give praise 
or blame, on quite another basis — that of someone’s 
securing an advantage and a gain. The doctrine about 
equalizing costs is ignored: something is wanted that 
will benefit their industries and their districts. The 
committees and the members of Congress are beset by 
requests from constituents who want more protection. 
The incessant repetition of the doctrine that the tariff 
spells prosperity leads each and all to wish for a share in 
that prosperity. The notion having been thus instilled 
that ‘‘a tariff’ means a help and a profit to the industry 
whose products are affected, every section and every 
industry wants its tariff; and if a duty fails to do the 
wonder work when first imposed, try again and try harder 
and higher. No Congressman can feel comfortable if he 
takes the stand that costs of production must be scanned 
and compared, and that duties are to be imposed only to 
the extent to which equalization is called for. He must 
show that he has looked out for his people. And since 
each and every Congressman so feels, it is inevitable 
that each should let the other proceed in the same way. 
The familiar process of log-rolling sets in. Let me have 
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what my people want, and you can have what yours 
want — such is the give and take all around; and a 
tariff bill becomes a mere register of all the demands. 
And then the sarcastic critic avers that the hogs are 
scrambling in the trough. 

So much by way of describing the anomalies of the 
situation. How they have become more striking and 
more troublesome during the present decade can be 
made clearer by reviewing the recent course of legisla- 
tion and administration. 


II 


There have been two movements for bringing some 
order and consistency in tariff legislation. One is di- 
rected toward clarifying it, through the establishment 
of some agency outside Congress for careful and critical 
inquiry on the effects of the several rates of duty. The 
other is for the application of some unifying principle, 
more particularly that of equalizing cost of production. 
Both are connected with the creation and functioning of 
a Tariff Commission. 

The present Tariff Commission, when established in 
1916, was an agency solely for clarification. It was to be 
a “fact-finding” body pure and simple. Congress was 
to settle the rates; the Tariff Commission’s function was 
merely to supply information toward fixing them with 
care and discrimination. 

This sort of service was expected to be helpful toward 
improving tariff legislation. Tariff laws were to be better 
in the sense of being more careful and better advised. 
They were to be free from the ‘jokers’ which had dis- 
figured them. The system was to be more consistent 
with itself, the duties on finished products in proper 
accord with those on raw materials, and also properly 
adjusted as between the different grades and kinds of 
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finished products. The administrative provisions were 
to be framed with greater clarity and nicety. This could 
be no ‘‘settlement”’ of the tariff problem. The great 
underlying question remained whether the whole system 
should lean toward protection and free trade. The pro- 
tective policy being once for all established, the practical 
question was how far it should be carried. Should it go 
always higher and higher, always be extended to more 
and more articles and industries? Or should it be said, 
at some stage or other, now enough? All this, to re- 
peat, was a matter for Congress. Many advocates of the 
Tariff Commission plan hoped that when Congress was 
informed of what the actual situation was about im- 
ports, domestic production, the degree of truth or plaus- 
ibility in the arguments in support of this and that 
higher duty, a moderating influence would be exerted. 
But the decision and the responsibility were with the 
legislative body. The Commission itself was to be ob- 
jective, non-partisan, unruffled. 

Some useful influence of this kind — better informa- 
tion, better statutory form, better framing of the ad- 
ministrative regulations — may be fairly said to have 
been exerted on the tariff act of 1922.1 Not a great deal 
was achieved, but perhaps as much as could be expected 
under the conditions of the time. That act was passed 
shortly after the great war had ceased, and immediately 
after the disastrous economic revulsion of 1920-21. 
Nationalist feeling and prejudice, inevitably fomented 
by the war, strengthened and accentuated protective 
feeling in the United States as they did in every other 
country. At the same time, the economic depression 
and the demands for relief put public men to their wits 
ends in devising plausible remedies, and the favorite one 


1. I have said something on this topic in my Tariff History of the 
United States (ed. of 1923), pp. 481 seq. 
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of higher duties was inevitably turned to. This was 
seen, perhaps most inevitably of all, in the imposition 
of higher rates on agricultural products, for the sup- 
posed help of the farmers. No cool-headed or discrim- 
inating handling of the protective system at large could 
be expected. 

One thing was done, however, which looked that way 
— the now familiar flexible provisions. Here a principle, 
long talked about, was at last incorporated in the legis- 
lative framework. Moreover the Tariff Commission 
was given entirely different functions. It was no longer 
to be merely a fact-finding body; it was to be active and 
indeed dominant in fixing the rates of duty in detail. I 
pass over for the present the doings of the Commission 
under this new assignment; they were not such as to 
strengthen the case in favor of cool and objective appli- 
cation of the principle of equalization; but established 
the principle was. 


III 


We come, then, to the tariff debates and votes of the 
special session of 1929. A special session of Congress 
was called by President Hoover for June of 1929; but it 
was to deal primarily with the agricultural situation. 
As regards the tariff, conditions were quite different 
from those of 1922. There was no industrial depression 
in 1928, no general panic about dumping and the floods 
of cheap imports. In the presidential campaign the tariff 
question had played no part. The Democrats practically 
ignored it. The Republicans tried to galvanize it 
into life by the usual campaign nonsense about bread- 
lines under lower duties (‘‘free trade”), and by other 
absurd talk about the disastrous effects of the tariff 
act of 1913; but they said nothing about the need or 
prospect of an increase of duties all around. The most 
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that was laid down in the way of a program — specifi- 
cally by Mr. Hoover himself — was that duties on 
agricultural products should be raised by way of helping 
the farmers, and that any manufacturing industries that 
were seriously depressed should be helped in the same 
way and on similar grounds. There was to be limited 
revision, to cure specific ills. 

This program came to nothing in the Committees that 
initiate and guide legislation and in the manoeuvers of 
the leaders and steersmen of the dominant party. The 
difficulty, as already intimated, was mainly in our politi- 
cal system. In each of the two committees — that on 
Ways and Means in the House and that on Finance in 
the Senate — the traditions and methods are ideal for 
log-rolling. The House Committee consists of 25 mem- 
bers, of whom 15 are Republicans. By tradition, the 
framing of a tariff bill is in the hands of the majority 
members; they simply present the bill, as they construct 
it, to the minority for inspection. Each of the 15 
Republicans is chairman of a subcommittee of three 
which considers particular schedules — textiles, metals, 
chemicals. There is naturally a tendency that each 
chairman shall be assigned to a schedule because he 
represents constituencies interested in that schedule. 
The Massachusetts member is likely to be chairman 
of the subcommittee on textiles, the Pennsylvanian of 
that on iron and steel. and so on. There could hardly 
be a more effective device for trading. Each subcom- 
mittee chairman has with him two other members, and 
these in turn are chairmen of other subcommittees. 
The chairman is naturally deferred to by the other two, 
and in turn there is deference to them when they become 
chairmen of the subcommittees on their articles. At a 
meeting of the whole Committee (that is, the 15 Re- 
publicans), each subcommittee has its program, reached 
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by the process of give and take; and each member lets 
the others have their way, provided its own proposals 
are not interfered with. 

In the Senate, while the situation in important re- 
spects is different, the outcome as regards tariff legisla- 
tion is much the same. The rules and traditions of the 
upper house are different from those of the lower. More 
particularly, the Senate Committee on Finance is un- 
able to control the course of legislation as firmly as the 
Ways and Means Committee in the House. The Senate 
Committee has nineteen members, of whom eleven are 
Republicans, and eight are Democrats. It divides its 
work on the tariff between sub-committees as is the case 
in the House, and the presiding officer for each sub-com- 
mittee is a member of the majority (Republican) party. 
But each also has members from the minority party, 
and the hearings are formal and open. After these hear- 
ings, the nine Republicans get together “informally” 
and prepare the tariff bill. What discussions take place 
in these private meetings, what influence the chairman 
of a sub-committee has on his schedule, what is the 
amount of give and take between them all, can only be 
guessed. Most important of all, as just intimated, is the 
circumstance that there are no Senate rules for closure, 
that debate on the floor can be indefinitely prolonged 
and that amendments can be proposed and pushed by 
individual Senators. There is give and take within the 
Committee; when the Senate finally acts, it is with con- 
fusion and often with inconsistency. 

The only possibility of critical control or adherence 
to any guiding principle is in an able, firm, far-seeing 
chairman — someone with the qualities of a leader and 
statesman. But here again the system and the tradi- 
tions are not propitious. Chairmen in both houses are 
appointed by seniority. The member longest in service 
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automatically becomes the head. Let a man get a start 
on a Committee, and let him be steadily reélected by his 
district or state, and he is sure to become in time its 
chairman. The system is not without its advantages. 
It does prevent bargaining between factions and indi- 
viduals about the chairmanships, and does prevent 
favoritism and intrigue in the appointments. And it is 
fair to say that in times of stress, and of unmistakable 
need for strong leadership in a given Committee, there 
is departure from the system. But under the usual con- 
ditions it gives no guarantee or even promise of compe- 
tent leadership or consistent policy. On the tariff the 
log-rolling process proceeds without mitigation. 

The result in 1929 was a curious and unexpected one. 
The House Committee did make a half-hearted attempt 
at ‘‘limited revision.”’ It was an open secret that in do- 
ing so it acted in conformity to the well-understood 
wishes of the President. But the attempt was no more 
than half-hearted. The tariff bill as reported by the 
Committee to the House contained concessions to the 
farmer element in higher duties on agricultural products, 
but also a large number of increases in the rates on other 
goods — changes sometimes great and sometimes small, 
sometimes on important articles and again on petty 
ones. The House itself would not have it so. This and 
that Representative and district felt that fair treatment 
had not been accorded, and wanted a share in the 
largesse; and indeed the bill evidently represented no 
consistent policy, but merely the compromises and 
concessions within the Committee itself. The House 
revolted. Amendments were liberally accepted by the 
Committee, such as to bring about a distribution of 
favor all around. Everybody got pretty much what he 
wanted. Constructed in this fashion, the bill passed the 
House and made its way to the Senate. 

The Senate Committee on Finance dealt with the 
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measure in much the same way. It is true there were 
premonitory symptoms of protest, and there was un- 
easiness about the policy of forcing the rates up all along 
the line. But the Senate Committee was no better fitted 
than that of the House for a firm handling of the matter. 
There too the traditional ways could not but lead to 
log-rolling and trading. True, the Committee had in 
Senator Smoot a chairman who was experienced, and 
was respected for ability. But he was not only an out- 
and-out protectionist of the most intolerant stamp, but 
was strongly interested in his own region and its own 
product, beet sugar; not regarded as an impartial or 
disinterested person, and not entitled to be so regarded. 
The bill as reported by the Senate was proclaimed to 
have more decreases from the House rate than increases. 
But here again there was no consistency. The changes 
were haphazard, a bit more here, a bit less there. They 
represented the familiar process of mutual concessions 
within the Committee. All pretense of limited revision 
disappeared. 

Then came a veritable collapse. The representatives 
of the farmers, and especially those from the North- 
western and Mountain States, revolted. The insurgents 
had long complained that the manufacturing states, 
especially those of the East, had been getting the lion’s 
share of the tariff favors. Now, even tho the farmers were 
granted something in the way of higher duties on the 
agricultural products, the manufacturers, already over- 
favored, were getting more and still more. A smoulder- 
ing resentment broke into open flame. 

This outburst was not due solely, probably not in 
major part, to the way in which the tariff question was 
handled. It came chiefly because of a feeling that the 
farmers were not getting their fair share of legislative 
aid at large. The Republican leaders had not acceded 
to the demands for direct aid to agriculture through 
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export bounties (disguised as export debentures), equal- 
ization plans, domestic allotments and what not. The 
Coolidge administration had been opposed 'to any and 
all of these schemes; and it was known that Mr. Hoover, 
as a member of the Coolidge cabinet, had been heartily 
in accord with this opposition. As President his stand in 
1929 was overt and uncompromising. Under strong 
pressure from the White House the act for agricultural 
relief, passed by Congress earlier in the session, had been 
stripped of the export debenture provisions. The insur- 
gents had succeeded in inserting it as an amendment in 
the Senate; but in the Conference between House and 
Senate it was cut out. 

The farmers now felt that they were abandoned. Dur- 
ing the presidential campaign the Republicans — and 
the Democrats not less — had made vague but vocifer- 
ous promises to do something real for them. Higher 
duties on agricultural products were entirely welcome 
to them, and the Republican leaders were more than 
willing to give them all they wanted. But it was clear 
that this could not be of any large benefit to the farming 
constituencies; and the insurgents were in no mood to 
sanction duties that were alleged to bring real and sup- 
posedly great benefit to the Eastern constituencies. A 
curious spectacle was presented. All hands agreed to pile 
on the agricultural duties; but on other commodities the 
proposed increases were summarily voted down by a 
Senate coalition of insurgents and Democrats. 

The Democrats were as little consistent as the mem- 
bers of the dominant party. While they joined in votes 
to make the agricultural duties higher, each member was 
quite frank, as regards other duties, in getting for his 
own constituents whatever could be got. In the main 
they were glad to make political capital by helping 
the insurgents in breaking up the plans of the Republican 
leaders. 
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IV 


In all this confusion, two things of general significance 
stand out. First, the principle of equalizing cost was 
ignored. Second, it became more clear than ever that 
in dealing with the details of tariff legislation Congress 
was ineffective, and even — the term is not too harsh — 
quite incapable. I say incapable, not incompetent; for 
the difficulty lies not so much in the men as in the sys- 
tem. Some other system for handling the matter was 
devoutly to be desired. 

The best example of the way in which the equalization 
principle was ignored, almost discarded, is in the sugar 
duty. That duty had already been raised in 1922. In the 
tariff act of 1913 it had been 1¢ a pound; in 1922 it was 
made 1.76¢. In the bill as passed by the House it had 
been set at 2.40¢; in the bill as reported by the Senate 
Committee it was 2.20¢. (These are the rates on Cuban 
sugar — the only rates that signify.) The figures were 
the result of give and take, manoeuvering and com- 
promise. There was no pretense that any one of them 
was based on the difference in cost between the domestic 
and foreign producer. 

It is to be admitted that the difference in cost was by 
no means easy to measure. The case of sugar presented 
in extreme form the difficulties in the way of applying 
the plan. The notion that there is one uniform cost 
abroad and another uniform cost at home, and that 
comparison between them is a simple matter, probably 
holds good in no single case. There are varying costs for 
every article, both within the country and without. The 
range and the nature of the differences are hard to make 
out. Even when accurate accounting data are to be had, 
and are carefully analyzed and compared, the best that 
can be done is to settle on some approximate and fairly 
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representative figure. Sugar presents an extreme case of 
the kind, the cost figures showing a perplexing variety 
on both sides of the customs line. There is the added 
perplexity that the strictly domestic production of 
sugar, in Louisiana and the beet-sugar regions, is com- 
paratively small, and that there is a very large quasi- 
domestic output in Hawaii, Porto Rico, and the Philip- 
pines. The sugar from these regions is affected by the 
duty quite as much as is that of strictly United States 
production; but the domestic producers regard them as 
outsiders, as rivals and competitors, having no claim to 
aid such as the farmers deserve. And even for the 
Louisiana and beet-sugar producers alone the final fig- 
ures of cost difference show very large disparities. The 
Tariff Commission’s inquiry in 1922-23 brought into 
sharp relief still another difficulty, namely, that the bias 
of the inquirer affects the conclusions. According as he 
is an unrelenting protectionist or a moderate one or an 
anti-protectionist, his figure is different. A majority of 
the Commission (at this time made up of five members 
only, there being one vacancy) put the difference in cost 
at 1.23 cents; a minority of two, more uncompromisingly 
protectionist, found it to be at least as high as the rate 
then in effect, 1.76 cents. A fair-minded, well-equipped 
and well-trained observer, Mr. P. G. Wright, concluded 
that a figure somewhere between 1.50 and 1.75 would 
conform to the existing differences of cost between 
American and Cuban producers.” 

The thing important for the present discussion, to re- 
peat, is that all this figuring played no part in the doings 
of 1929-30. The plea was that the price of sugar was 
low, and that something must be done for the farmers 
(chiefly in the Mountain States) who grew sugar beets. 
No one pretended that the difference in cost was greater 
2. P. G. Wright, Sugar in Relation to the Tariff, 1924, p. 246. 
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than it had been ten years before or five years before. 
There was depression, felt not only by the growers 
but by the manufacturers who buy the beets and manu- 
facture and sell the sugar. Recovery from the post-war 
collapse had in this industry been slow; foreign and 
domestic producers alike had to face low prices. But 
there was no suggestion that the difference between the 
two in cost and price had changed — that there was 
anything in the relative figures to give occasion for a 
higher duty. 

Not for sugar only, but all along the line, the differ- 
ence in cost principle was ignored. The function of the 
tariff now was to help depressed industries. Cotton 
cloths were to have higher duties because the cotton 
manufacture was depressed. The main cause of trouble 
in this case also had nothing to do with tariff rates. It 
lay mainly in the competition of Southern mills with 
Northern, and the special conditions favorable to the 
former; which again led the Northern mills to try to get 
away from the glutted field of coarse and medium goods 
and turn to the finer goods, and in that field try 
harder than ever to keep out the foreigners and have the 
market to themselves. The cotton manufacture else- 
where, however, was depressed as much as in the United 
States — so far as one can judge, no less and perhaps 
no more. Here too nothing was adduced to show that 
difference in cost had changed. The same was the situ- 
ation with a wide range of manufactured articles. It 
was alleged, sometimes with supporting evidence and 
often with nothing more than loud talk, that the do- 
mestic producers were in a bad way. There was the 
usual looseness and exaggeration in the Hearings before 
the Congressional Committees, the same harping on 
pauper wages in other countries, the appeals for preser- 
vation of the American standard of living, the confident 
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assertion that after all it is the foreigner who pays the 
duty. But there was no stress, at most an incidental and 
perfunctory mention, of what had been laid down as the 
key principle — difference in cost. 

The protectionists doubtless felt that their case was 
not weakened by this turn in urging their case. De- 
pressed industries should be taken care of, regardless 
whether the foreigner was depressed also. But when it 
came to the agricultural troubles and the way to deal 
with these, the change of position had far-reaching 
consequence. 

As I have already remarked, the representatives of 
the farmers were ready enough to accept and even de- 
mand higher duties on the agricultural products. Yet 
they could not but feel that few of these meant much. 
Onions, tomatoes, cherries, peanuts — let the fellows 
who grow ’em have their tariff, but it’s a peanut affair. 
Other articles might perhaps mean more — butter and 
cream for example; but this is mainly a matter of border 
trade, inconsequential for the bulk, of the farmers. 
Wheat and beef might mean still more; but here too 
higher duties could not be of serious consequence. As 
regards corn (maize), duties might be piled as high as 
you please; the Tariff Commission might make a grave 
report (as they did) about difference in cost between 
Argentina and the United States. But it was obvious 
that this was mere foolishness. The exports were large, 
especially the indirect exports in the form of corn-fed 
pork. The imports were negligible— a few cargoes at 
San Francisco, and still fewer at New York, just a 
little chicken feed. So with cotton. Barring the small 
volume of long-staple cotton (imports of a special grade, 
not competing with the bulk of the domestic cotton) 
the American cotton was an export article, and any 
duty on it could not signify. 
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No; if there was to be legislation for helping the farm- 
ers, it must be done in other ways. The accepted line of 
action being that of helping the people who were in dif- 
ficulties or supposed to be, the inevitable demand was 
that, so far as the tariff could not be of real help, some- 
thing else should be done. Hence the demand for aid to 
the farmers on similar lines, but really effective aid. 
The farmers were to get the real benefit of the tariff — 
higher prices for the product than could be got under 
free trade — by some sort of bounty. They had to sell 
abroad at the free-trade price; let the equivalent of a 
tariff rate then be secured to them at home. The de- 
vices proposed for securing this end were various, and 
their details need not concern us. What is significant is 
that they all rested on the contention that the farmers 
must have, not mere sops, but a real share in the favors 
that were being distributed. 

The contention was unanswerable. The severe critic 

. may say that the favors are all wrong, that the whole 
system rests on a bad principle, that it is a dangerous 
business for the government to acceed to demands for 
help from any industry that finds itself in trouble; and 
sum up by declaring that two wrongs do not make a 
right. All this could only anger the insurgents the more. 
As they see it, the protective system being with us once 
for all, its benefits and burdens should be distributed im- 
partially. Inevitably the farming representatives were 
angered when higher and higher duties were proposed 
on the manufactured articles, and their own schemes for 
real aid to agriculture were swept aside. Such were the 
unexpected results of shoving aside the cost-difference 
principle and resorting to that of assistance for the 
distressed. | 
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Vv 


The other lesson of the special session is the incapa- 
city of Congress. The preceding narrative has shown 
how ill the legislative machine functioned, and has 
shown too that the difficulty is not so much in the men 
as in the system. Hence more and more attention was 
given to the possibility of a change in system, through 
the delegation of greater power to the Tariff Commis- 
sion. 

The Tariff Commission, it will be recalled, had been 
designed at the start to be merely an investigating body, 
one to ascertain the facts and clear the air. While a 
long step was taken in 1922 toward making it something 
more, — a quasi-legislative board with powers to mod- 
ify rates under the cost-difference principle, — its origi- 
nal functions were not disturbed. Even tho the new 
powers and duties absorbed most of its energies and 
funds, it continued to make investigations and to main- 
tain a portfolio of informational data. Much had been 
hoped from work of this kind. I had myself believed 
that it would bring something substantial toward better 
legislative performance. All such hopes seem to have 
been disappointed by the ten year experience since the 
war, the period during which the Tariff Commission has 
had a real chance to function. Nothing has been achieved 
toward improving the essential character of tariff legis- 
lation. It is true, as has already been noted, that some 
improvements of detail stand to the credit of the Tariff 
Commission. Administrative features have been clari- 
fied and improved. The lines of classification in adjust- 
ing complicated duties (for instance, on chemicals, 
cotton textiles, wool) have been more carefully laid 
down. But few of these changes have been of large 
consequence. Congress has gone the same old way in 
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1929-30 as it did in 1922. Congressional Committees 
have indeed utilized the material of the Tariff Commis- 
sion, and have borrowed copiously from its documents 
and from its experts. But it has been done chiefly for 
making points in debates or in Committee hearings, or 
for enabling a Congressman to see just what the figures 
mean for his party or his constituents. There is nothing 
in the experience of the decade to show that the essential 
problems have been handled with a different result or in 
a different spirit. There is no breath of purer air. 

Nor can it be said that the new and stronger powers 
given the Commission in 1922 — the flexible provisions 
— have improved the general situation. The Commis- 
sion has made a number of investigations and has recom- 
mended a number of changes, and sundry duties have 
been readjusted. But there have been great drawbacks 
and sad defects. Among the drawbacks, the most obvi- 
ous is the time taken for investigations and findings. 
As I have already said, the ascertainment of costs in the 
United States and abroad is at best a difficult matter, 
and some time must be taken for it. But the Commis- 
sion has followed a pedantic procedure. It has pre- 
tended to achieve the impossible — figures exact to a 
fraction of a cent. It should have taken short cuts, 
reached results approximate and sufficiently accurate, 
and on this basis made prompt reports. There was more 
than this to criticize; not only errors of judgment, but 
dissension and bad spirit. There were quarrels within 
the Commission on details which sensible men could 
have disposed of without trouble. These quarrels have 
made conspicuous what after all was the main defect. 
The Tariff Commission was supposed to be a judicial 
body, standing aloof from any controversial questions, 
not biased by any beliefs which its members might en- 
tertain on general economic policies. It has been sadly 
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lacking in any such spirit. Too obviously its leading 
members have been actuated in their conclusions by a 
wish to make protection higher, and to shape and in- 
terpret the cost figures so as to bring about higher 
duties. The protectionists themselves, while quite will- 
ing and even glad to accept the results, could not feel 
respect for a body which obviously was not holding to a 
high standard. 

This record of ill performance, however, is not to be 
set down as due to the Commission or the Commis- 
sioners alone. It is chiefly the result of bad traditions 
and practises which infect the whole of the govern- 
ment’s machinery. The traditions of the dominant 
party were all against any real change of heart. The 
Tariff Commission was accepted not as a step toward 
reform but as a sop to the business critics and the re- 
formers. After the Republicans came into power in 
1921, there was inevitably pressure for the appointment 
of men who would represent this or that section of the 
country, and “look out” for its interests. And the po- 
litical conditions of the decade were unfavorable to a 
high standard. President Harding had been active in 
securing the adoption of the flexible provisions, but in 
the appointments to the Commission which was to ad- 
minister them he followed the good old ways of accom- 
modating friends and associates. De mortuis nil. Presi- 
dent Coolidge cannot be said to have attained, at least 
in this part of the government’s work, to a higher level. 
One does not like to enter on personal questions. It is 
enough to say that the make-up of the Tariff Commis- 
sion was not such as to command respect either for 
intellectual capacity or for judicial spirit. 
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VI 


All this experience, discouraging tho it may be, is 
not conclusive. Tho the conditions during the last 
decade have not been propitious, the future may have 
possibilities for betterment. Moves for improvement in 
our political system proceed by slow steps. There is no 
immediate attainment of the goal, but trial and error, 
sobered sense, gradual improvement. The various Com- 
missions established of late by the Federal Govern- 
ment — the Interstate Commerce Commission, the 
Federal Trade Commission, even the Federal Reserve 
Board — have all had this sort of history. The poli- 
ticians have tried to feather their nests; the ‘‘interests”’ 
have tried to shape the new bodies to their ends. 
As time went on, standards have become higher. It is 
worth while to consider the possibilities of a permanent 
Tariff Commission, and of enlarged powers for it, on the 
supposition that we shall succeed in having it made up 
of honest and able men, ready to carry out loyally the 
policy laid down by the legislature, desirous of doing so 
in the right spirit and in the best way. 

It may be assumed, too, that there are no serious ob- 
stacles to thefunctioning of a strong Commission because 
of constitutional difficulties. The assignment of sufficient 
powers to a Commission can be managed. The Supreme 
Court is loth to declare the delegation by Congress of 
quasi-legislative power invalid, and is ready to accept 
the establishment of almost any declared principle to 
which the executing body shall conform. It matters not 
whether the principle is stated with sharp definition or 
in general terms; whether it is easy or difficult of admin- 
istration; least of all whether it conforms to any canons 
of economic propriety. Let the intent and policy of 
Congress be stated in terms that are prima facie work- 
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able, and show no clear evasion of the Congressional 
responsibility for legislation— then the details, the 
“rules and regulations,” can be turned over to a De- 
partment or a Commission. * 

Suppose now that the Tariff Commission is remade, 
and given powers even more flexible than under the act 
of 1922. Assume that it will have learned lessons from 
past failures, and that a business-like and fairly quick- 
working procedure is followed. Suppose, finally, that 
the principles laid down by Congress will not tie the 
Commission too closely. The phrase “‘equalize com- 
petitive conditions,” invented by Mr. T. W. Page, has 
been incorporated in recent legislative phraseology. 
Apparently it says about the same thing as ‘‘equalizing 
differences in cost of production,” but with a suggestion 
that these costs are not necessarily to be ascertained 
with elaborate precision or are to be followed mechani- 
cally. There seems to be an implication that in general 
the status quo in competition between foreign and do- 
mestic producers is to be maintained. At all events, let 
it be supposed that some guiding principle of this kind is 
laid down. Further questions then arise. Shall the rates 
as ascertained and recommended by the Commission go 
into effect without further ado? or shall they be reported 
to the President and go into effect when approved by 
him (the present procedure)? or shall they be reported 
to Congress, and go into effect when there approved? or 
what? 

Good results from procedure on any such lines call for 
the combination of two essentials: power and responsi- 
bility. The power should be clear and unqualified; the 
responsibility should be equally clear, and should be 
publicly faced. How can all this be attained? 


3. As is well known, the Supreme Court, in Hampton »v. U.S., Oct. 
1927, held the flexible provisions of the act of 1922 to be constitutional. 
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We can perhaps learn something from the methods 
and the experience of other countries. Tariff Commis- 
sions or Boards are now functioning in many parts of 
the world, especially in the English-speaking countries; 
not only in Great Britain, but in the Irish Free State, 
in the Dominion of Canada, in the Commonwealth of 
Australia. It is a curious fact that they have been 
established largely in imitation of our own scheme, 
which we are now subjecting to such severe criticism. 
Necessarily they are working in accordance with the 
constitutions of the several countries. It is not possible, 
even if it were clearly desirable, that we should follow 
their governmental principles; but their ways are worth 
considering, showing as they do what it means to com- 
bine power and responsibility. 

The essential thing — variations of detail need not 
concern us — is that in these countries a single official, 
usually a Minister, finally makes the tariff changes 
and has to justify and defend them. The Tariff Board 
(I shall use this term to designate the organizations, dis- 
regarding the differing phraseology of the several coun- 
tries) does the work and presents to him the program. 
But the Minister puts the program into effect, and it is 
he that presents it to the Legislature. Sometimes the 
Legislature must approve (or disapprove) within a given 
period before a change in duty becomes settled and de- 
finitive. But it is always the Minister — acting on the 
basis of what the Board proposes — who acts, and who 
has to justify his action in public. Just as an executive 
must accept responsibility for his subordinates, so the 
Minister must accept it for rates proposed by the Board 
and put into effect by him. 

This responsibility, however, is brought home by the 
fact that the Minister has a seat in Parliament. There 
he is open to question, and there he must defend his 
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course of action. He may be coached by the Tariff 
Board, and indeed must be, on the facts and the reasons; 
but the matter comes into the open. It is not disposed 
of once for all by writing a signature and issuing a 
proclamation. 

On the other hand, the legislative body has its re- 
sponsibility too, tho in a somewhat different way. Under 
the settled traditions of parliamentary government, it 
cannot override the Minister without regard to further 
consequences. To override him on an important matter, 
means ordinarily a change of the government. This is a 
serious business. Another party then comes in, and all 
legislation and administration are put into new hands. 
The member of Parliament who does not like a Min- 
ister’s tariff rate because it does not suit his constitu- 
ents, may indeed protest and fume and fret; but he will 
hesitate long before casting a vote that serves to put his 
own party out of office. The Minister therefore has not 
only responsibility and the need of facing it, but a de- 
gree of power which enables him to defy malcontents in 
his own ranks. He must hold his majority; he must use 
tact and discretion as to the extent to which he shall 
carry his defiance of individuals or groups; but he can- 
not estrange all his followers. He can pursue a settled 
policy without being in danger of collapse because not 
everybody has been placated. 

No procedure of this sort is possible within our con- 
stitutional frame-work. I am not at all sure that on 
general principles we should entertain even an academic 
wish that it might be so. Parliamentary government has 
its drawbacks as well as its advantages. It depends 
enormously on tradition, custom, and tacit understand- 
ings, and is hard to work except under a simple division 
into two parties. It is still on trial in many of the coun- 
tries which copied the good old British plan as it was in 
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its palmy days. But something instructive may be 
learned from it none the less. 

Under the plan of 1922 — the flexible provisions — 
it is the President to whom the law gives the power. 
The expectation was, I think, that the power should be 
nominal. The delegation of power to a high executive, 
such as the President or the Secretary of the Treasury or 
another Cabinet officer, is usually a polite fiction. It 
may dignify the office, may avoid constitutional diffi- 
culties, may soothe the susceptibilities of Congress in 
turning troublesome matters over to someone else. But 
the permanent under-officials do the job. In the case of 
the Tariff Commission and the flexible provisions, this 
was the more natural, because there was the supposition 
that differences in cost could be easily and accurately 
ascertained. Changes in rates could be made by a quasi- 
automatic process, in which no one assumed any real 
discretion. It was expected to be merely a matter of 
accurate figuring. 

In fact, our Presidents have assumed a more positive 
responsibility. This was perhaps inevitable, in view of 
the unhappy conditions in the Tariff Commission and 
the unexpected complexities disclosed by the cost in- 
vestigations. President Coolidge pocketed the report of 
the Tariff Commission on sugar, and simply did nothing. 
President Hoover — to give another example — has re- 
cently returned to the Tariff Commission its report on 
the corn (maize) duties, and asked the Commission to 
go over the matter again. In both cases, it should be 
noted, there was a divided report. One may have any 
views one pleases as to the particular rates and recom- 
mendations. The point to which I call attention is that 
the President may well assume, may be compelled to 
assume, power and responsibilities. But he cannot be 
brought to book. He cannot even be asked to defend 
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his position. His office is by tradition above the turmoil 
of debate. While he is not so aloof from party contests as 
is the President of the French or the German Republic, 
his position has a dignity—and rightly has— which 
makes it tactless, even impossible, to call on him for an 
explanation of his several doings. His work is judged in 
the large, and the judgment is mainly left to posterity. 

The result, as regards the delegation of power, is that 
no one is clearly responsible. The Tariff Commission 
cannot be called to account, because it simply passes on 
to the President a report and a recommendation; the 
President cannot be, because the high prestige of his 
office forbids. In effect there is divided responsibility. 

Can this situation be remedied? In Parliamentary 
Government power and responsibility are combined in 
the way I have indicated. Something in that direction 
might be secured with us if Cabinet members had seats 
in Congress, say in the Senate; not a vote, but a seat for 
attendance and for participation in debate. The sug- 
gestion has often come from academic persons, and has 
met with as little favor as has usually been accorded to 
what comes from this quarter. The time may come 
when it will receive serious consideration. The change 
at all events implies nothing revolutionary. The Secre- 
taries would have no vote, and would have no position 
different from that defined in the Constitution. They 
would merely be in a position to confer more easily and 
effectively with the legislative body. Where large 
powers are delegated — as they are in so many direc- 
tions — it would seem proper that the executive offi- 
cials should openly answer questions regarding the use 
made of the powers. 

This sort of contact, and the careful weighing of de- 
cisions which it could not fail to promote, would have 
clear advantages in the settlement of tariff rates under 
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delegated powers. Assume — merely for the purpose 
of illustrating the possibilities — that the official to 
whom the Tariff Commission reported its findings and 
recommendations, and who was in law responsible for 
their going into effect, to be a Cabinet Minister — say 
the Secretary of Commerce. His position would be very 
different from that which the President now has. Con- 
sider the episode of 1924, when President Coolidge 
pigeonholed the report of the Tariff Commission on 
the sugar duty and solved his difficulties in the easiest 
way — just did nothing and kept still. I cannot but 
feel that the procedure was unjustified. The country 
was entitled to know what was the recommendation of 
the body to which this matter was entrusted, and the 
President was not justified in keeping it secret. But no 
one could very well call on him for explanation or de- 
fense. Quite different would have been the situation if 
the responsible person had been the Secretary of Com- 
merce. Public opinion, and public inquiry in the Senate, 
would not have permitted him to tuck away out of sight 
so important a document. If he had grounds for in- 
action, he could not have refused to state them, and let 
Congress and the public judge. 


Vil 


I am well aware that reflections such as these will 
seem quite academic in the present turmoil, and the 
suggestions quite impracticable. But other suggestions 
for change, from quarters closer to the legislative 
machine, seem no more promising. 

It has been proposed, for example, that the Tariff 
Commission should merely report to Congress, the 
decision being left to that body. The obvious objection, 
from the point of view taken in these pages, is that re- 
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sponsibility would be diffused. The final settlement 
would be in the hands of Congress. 

If Congressratified quasi-automatically and promptly, 
nothing would be gained; unless indeed a pro forma 
adherence to ancient traditions is thought a substantial 
gain. On the other hand, there would be a loss, in that 
the Commission could screen itself behind Congress, as 
it now can screen itself behind the President. If Con- 
gress debated, amended, compromised, there would be 
an even more complete scattering of responsibility. 
The Commision in any case could wash its hands of the 
whole business. The responsibility would lie with Con- 
gress — and that means, as experience has so amply 
proved, no effective responsibility at all. 

We seem to be reduced, then, to the retention in es- 
sentials of the present arrangement. There can be im- 
provements in it. The Tariff Commission might well be 
remade, starting fresh with new membership. It seems 
to me unimportant, however, that it should be bi- 
partisan. The important thing is that it should be non- 
partisan. Its members should not be influenced either 
by their own party affiliations or by their beliefs or 
prepossessions on protection or free trade. They should 
conceive their business to be the adjustment of rates in 
conformity to the policy and the general lines laid down 
by Congress, with good faith and good sense. 

I am disposed to think that the decisions or recom- 
mendations of the Tariff Commission, if they are to have 
any effect or consideration at all, should be unanimous. 
After all, the Tariff Commission can settle only such 
solutions and figures as are approximate, — in accord 
on the whole with the policy declared. On the de- 
tails there will inevitably be differences that must be 
smoothed. If unanimity were required, a succession of 
divided opinions might indeed come; but this would 
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mean that the Commission confessed itself impotent, 
and would lead in the end to the abolishment of the 
body once for all. Such a prospect could hardly fail to 
lead in almost all cases to the Commission’s reaching 
with unanimity sufficiently reasonable conclusions — 
something better than is now the common outcome of 
Congressional irresponsibility. 

Much more important is the question whether the 
conclusions of the Tariff Commission should need the 
approval of the President. I believe on the whole that 
they should not. Its decisions should be final; as are 
the decisions of the Interstate Commerce Commission 
on “‘reasonable”’ railroad rates. This will seem to many 
a grave and questionable procedure. The arguments 
pro and con are easily stated. On the one hand there is 
the feeling, so strong in all our traditions, that there 
should be some check and balance. It is the old clinging 
to a division of responsibility and power. On the other 
hand, if the final responsibility is given to the President, 
it cannot be brought home to him effectively. No doubt 
it is a real responsibility, one that is felt and would 
continue to be felt. But the President is also the head of 
a political party, and subject to pressure as such; 
whereas the Tariff Commission should be not merely 
non-partisan, but should have (as now) a tenure which 
will make it indifferent to the political ups and downs 
of the time being. 

These are matters on which it is impossible to speak 
unqualifiedly. The actualities of governmental ar- 
rangements often turn out to be quite different from the 
expectations. The President now exercises in many 
cases an influence of a kind not contemplated by law. 
It is a subtle influence, affecting in greater or less degree 
all the departments in Washington. The Tariff Com- 
mission itself has been open to suggestions and hints 
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from the White House much more than was expected 
when the legislation was enacted. The very circum- 
stance that the President has a veto power on its de- 
cisions has contributed to this semi-control. The extent 
to which it may be carried depends much on the per- 
sonality of the President. A maintenance of the re- 
quirement for confirmation by him of the Tariff Com- 
mission’s decisions might prove to mean little and 
might prove to mean a great deal. I believe the situa- 
tion would be simplified if he were made free from 
temptation, and not subject, here as in so many other 
matters, to that need of conciliating unruly party mem- 
bers which perplexes the high-minded holder of the high 
office. The argument is strong for real and unqualified 
responsibility in the hands of a body in whose make-up 
the utmost endeavor should be made for prompt, busi- 
nesslike, and non-partisan action. 


In conclusion, I have to confess to a change of front 
on may own part. When the Tariff Commission was 
established in 1916, its functions, as have already been 
said, were merely those of investigation and report. At 
the time this seemed to me the only way in which such a 
body could be established and could work. Indeed, un- 
der the conditions of 1916, nothing else was possible. 
When, in 1922, the great step was taken of conferring 
the flexible powers, I was more than skeptical, and 
stated my doubts in public.* The prediction which I 
then made that their effect would be, not to take the 
tariff out of politics, but to put the Commission into 
politics, has not been belied by the events. That sort of 
result, and the outcome which it portends, — the 
eventual scrapping of the whole business, — may be still 


4. See a paper printed in the proceedings of the American Economic 
Association, vol. xvi, March, 1926. 
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prove inevitable. But it may also be contended that 
much has been due to the personnel of the party in 
power, and much to the false starts that come in any 
new movement. And it may further be said that not 
only is the standard of public life gradually rising and 
the likelihood of good appointments greater than it 
was — I hope and believe this is so — but that the at- 
titude of Congress is itself becoming more favorable to 
some change of system. When the whole movement 
started, before the original creation of the Tariff Com- 
mission, it seemed quite hopeless that Congress would 
relinquish any of its powers, or consent to anything 
more than inquiry and the gathering of information; 
while the providing of good information would really 
serve to bring an improvement in its own ways. The 
experience of the present session dispels illusions for all 
of us, even for the members of Congress themselves. 
They find they are enmeshed in a system which makes 
it impossible for them to deal with the tariff problem to 
their own satisfaction. No one can predict what will be 
the working of any piece of political machinery. But 
this Tariff Commission device, inauspicious as has been 
its working so far, now seems better than any other 
available way for handling the demoralized situation. 


F. W. Tavussic 
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ECONOMICS AND THE IDEA OF 
JUS NATURALE 


SUMMARY 


I. The ethical-juristic conception of ‘natural law,” as well as the 
natural science conception of “natural laws,” affected economic thought 
in the eighteenth century, 205.—Separate study of the influence of 
former would throw light on laissez faire, 208.—II. General meaning of 
Jus Naturale conception in seventeenth and eighteenth centuries, 209.— 
Of no influence on economic theories of mercantilists, it shaped those of 
such writers as Grotius, Pufendorf, and Hutcheson, 211.—III. The 
philosophy of the Physiocrats. Laws of economic process as it would go 
on in an ideal social order, prescribed by Nature but to be achieved by 
human efforts, 215.—IV. The philosophy of Adam Smith. Human 
propensities and sentiments, with limited amount of human planning, 
would produce a harmonious social order, 226.—The Theory of Moral 
Sentiments in relation to the Wealth of Nations, 232.—V. Summary 
and conclusions, 239. 


” 


I 


In a former article in this journal,! I discussed certain 
notions about ‘‘natural laws” which have been com- 
mon in the past to economics and the natural sciences, 
and the effects which those notions have had, in eco- 
nomics, in producing mistaken ideas about the nature 
of the laws at which our science has arrived. The 
present paper is intended to be a logical sequel to that 
article, but it deals with a different topic. It is con- 
cerned with those ideas about ‘natural law” in the 
ethical and juristic sense of the phrase (jus naturale or 
droit naturel — the rules of natural right or justice), 
and about a “‘natural” social order or scheme of insti- 
tutions, which were so prominent in eighteenth-century 


1. November, 1929, pp. 1-39. 
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thought; which the Physiocrats developed with great 
vigor and in a somewhat unique way, in intimate com- 
bination with their pioneer work in economic science; 
and which also appear, in a very different form and 
philosophical setting, in the works of Adam Smith. In 
a future article I hope to deal with the relation between 
these eighteenth-century notions and the ideas of the 
English Utilitarians and the classical economists of the 
early nineteenth century. The present discussion is 
limited to a consideration «f their réle in the economic 
philosophies of Quesuay « | his disciples, and of Adam 
Smith.? 

The two problems which I have thus endeavored to 
separate are, indeed, not independent of each other. 
Eighteenth-century ways of thinking about social prob- 
lems were produced b a certain blending of ideas in- 
spired by natural science with ideas developed out of 
the traditions of religious, ethical, juristic, and political 
philosophy. Efforts to discover the “‘natural laws” of 
the mental and social life of mankind were commonly 
combined in more or less confused ways with efforts to 
discover or to formulate the supposed precepts of 
_ Nature for the proper regulation of conduct and of social 
arrangements. Political economy as it emerged from 
this century was, perhaps even in a peculiar degree, a 
product of this interweaving and blending of scientific 
and ethical ideas. To unravel this web of thought, and 
find out how the warp, which was a theory of the natural 
laws of the economic process, was interwoven with the 
woof, which was a theory of the legal régime ordained 


2. Some of the better discussions bearing on this problem are to be 
found in Bonar, Philosophy and Political Economy; Hasbach, Die 
philosophischen Grundlagen der von F. Quesnay und A. Smith be- 
griindeten politischen Oekonomie; and various articles in the Journal 
de histoire des doctrines économiques, by A. Dubois, E. Félix, B. — 
naud, and others. 
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by Nature as the one under which the economic process 
would best promote the general welfare, is no easy task. 
The failure to unravel it, or analyze it into its two 
elements and distinguish the réle played by each, has 
hitherto misled most of the numerous critics who have 
attacked “‘the old political economy” as a body of doc- 
trines inspired by a “‘metaphysical”’ eighteenth-century 
notion of “‘natural laws.” A century ago Auguste Comte 
confused the two in his strictures on political economy 
as a surviving product of eighteenth-century ‘ meta- 
physics.” * T. E. Cliffe I, Jie confused them in just 
about the same way in his essay on “Adam Smith’s 
Political Economy.’’‘ In recent times, Thorstein Veblen 
has disseminated in this country an interpretation of 
the old doctrines which is based in part upon the same 
mistake.* But it is indeed a “‘natural” mistake, and 
many others besides those mentioned have made it. 
The eighteenth-century economists had a conception 
of the natural laws of the economic process which was a 
conception of beneficent laws, like that of the physical 
scientists of the time. The faith in their beneficence was 
due to a ‘‘metaphysical” or, more properly, a theologi- 
cal influence; but as I pointed out in my former article, 
this influence did not prevent either physical scientists 
or economists from making progress in the discovery of 
actual scientific laws. In the case of the economists, 
however, the notion of beneficent laws which control the 
“natural course of things” was combined with, and com- 
plicated by, the conception of precepts of Nature, which 
men ought to recognize or discover and carry out. The 
3. Cours de Philosophie Positive, (5th ed. Paris, 1893), iv, 210-223; 
especially (for interpretation of the economists’ ideas of natural laws), 
pp. 213-214. 
4. T. E. Cliffe Leslie, Essays on Political Economy. See also J. K. 
Ingram’s History of Political Economy, pp. 54-55, 89-91, etc. 


5. T. Veblen, The Place of Science in Modern Civilization and Other 
Essays, especially pp. 86-89, 109, 112, 114-116, etc. 
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result was a belief that things could take their beneficent 
“natural course” only in the rationally organized so- 
ciety which men were to create in obedience to Nature’s 
precepts. 

The content of this theory of an ideal social order, 
ordained or intended by Nature, was such as to make it 
the first form of the philosophy of what we now look 
back upon as old-fashioned economic “liberalism.” As 
I shall try to show, the character of this liberalism has 
generally been misunderstood. It was not a doctrine 
that selfish interests should be given absolute free play 
while the state and society remained passive. It was a 
particular theory of an ideal legal order, imposing equal 
restraints upon all in order to give equal and maximum 
liberty to all, so that a ‘‘natural” interplay and adjust- 
ment of interests might ensure the welfare of all. But 
tho the ideal behind the liberal program for the regula- 
tion of economic life was admirable, the program itself 
was inadequate for its purpose, even in the epoch of its 
origin. The simplicity of the program and the dog- 
matic confidence of its advocates reflected the quality 
of the eighteenth century’s faith in ‘“‘ Nature’s simple 
plan” for a harmonious social order. And the close 
partnership of economic theory, in the period from 1750 
to 1850, with liberal philosophy and the liberal move- 
ment, and the close contact, in the first half of this 
period, between its conception of “‘natural’’ economic 
laws and the ethical and juristic notion of ‘‘natural 
law,” tho they did not prevent the economists from 
laying the foundations of a rea] science of economic life, 
did give this science, in its infancy, an unfortunate bias 
in favor of the dogmatically held ideals of this simple 
liberalism. The desire to understand the sources and 
nature of this bias is the motive of the present discus- 
sion. 
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II 


It will be impossible, in the space here available, to 
discuss the history of the ethical and juristic doctrine 
of natural law. A few remarks about the meaning 
which it had for its seventeenth- and eighteenth-century 
champions, and about the one body of literature in 
which economic theory had come into close contact 
with it before the time of the Physiocrats, will serve to 
introduce a closer study of its meaning and réle in their 
system of thought, and in that of Adam Smith. 

In a very general way, the doctrine is of course fa- 
miliar enough. It held that there is a set of rules of 
right or justice, and perhaps even of morality in gen- 
eral, which are, or may be, known by all men by the 
help either of ‘‘reason”’ or of a moral sense, and which 
possess an authority superior to that of such commands 
of human sovereigns, and such customary legal and 
moral regulations, as may contravene them. In other 
words, natural law meant a body of ideal or perfect 
“law,” possessing in itself the full authority of actual 
law, but having its source, not in the will or command of 
any human authority, or in “‘custom,”’ or in any super- 
natural revelation of Divine will, but in the knowledge 
or perception, somehow possible for all men, of what is 
in itself right or just. 

It is probably fair to say that by most of its ex- 
pounders this body of “law” was called ‘‘natural” 
mainly because it was supposed to express the ethical 
ideals ‘‘natural” to mankind, or characteristic in a gen- 

6. The well-known essays of Bryce and Pollock give summary treat- 
ments of its history, which are perhaps as good for the purpose as any- 
thing readily available in English. J. Bryce, The Law of Nature, in 
Studies in History and Jurisprudence, Oxford, 1901; and F. Pollock, 
The History of the Law of Nature, in Essays in the Law, London, 1922. 


Pollock’s is, I think, the better of the two essays. See also his Essays in 
Jurisprudence and Ethics, chap. 2. 
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eral way of human nature. The normal faculties of 
human nature, if exercised in the right way, would lead 
men to recognize its rules and acknowledge their au- 
thority. It is well known that Grotius connected natu- 
ral law with a social instinct, supposedly possessed by 
all men as an intrinsic part of their natures.’ Pufendorf 
defined natural law as those commands of God which 
are known, not from revelation or scripture, but as the 
result of reasoning from experience.’ The supposition 
that the law was ordained by God was really unim- 
portant for the theory, as Grotious explicitly said; the 
law as recognized by the morally reasonable man bore 
its own evidence of rightness and supreme authority.° 
For Hutcheson, the teacher of Adam Smith, it expressed 
the rules of conduct approved by an innate ‘moral 
sense.””! For Adam Smith himself, it expressed the 
“‘sentiments”’ of justice evolved in men’s minds by the 
play of ‘‘sympathy,” in their contacts with one another 
in social life.2 For the Physiocrats, it was a code of 
exact rules to be discovered by the use of ‘‘reason”’; 
but of reason as applied to the facts of experience about 
men and their social relations.* The essential point in 
all theories was that, through the use of some faculty or 
faculties belonging to human nature, men could dis- 
cover the rules of this law. 

However, in the eighteenth century especially, there 
was often a reference also to cosmic ‘‘ Nature” as the 


7. The social instinct makes men desire a peaceful and well-ordered 
society. Their reason or intelligence shows them how to attain it, i. e., 
reveals to them the rules of natural law. Grotius, De Jure Belli ac Pacis, 
Proleg., sec. 6-11 (Scott’s ed., 1925), trans. by Kelsey, ii, 11-13. 

8. Pufendorf, Law of Nature and Nations, bk. II, chap. 3, sec. 20; 
Eng. ed. of 1703, pp. 113-116. 

9. Grotius, op. cit, Proleg., sec. 11, p. 13. 

1. F. Hutcheson, A Short Introduction to Moral Philosophy (5th ed., 
Philadelphia, 1788), pp. 20-22, 91-94. 

2. See below, section IV of present article. 
3. See below, section III of present article. 
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lawgiver. The idea of ‘“‘Nature” as a power that works 
toward ends, was embodied in commonplace phrases 
which occur with special frequency in eighteenth- 
century literature. Physical science appeared to have 
revealed a harmonious order in the physical universe, 
which “‘ Nature” was supposed to maintain or ensure by 
imposing the laws of physics upon all bodies. And there 
was a belief that “‘Nature” would produce a similar 
harmonious order in the system of human activities 
constituting the life of society, if men, rightly using the 
faculties which Nature had given them for this purpose, 
would recognize and obey her moral laws or precepts for 
the proper regulation of these activities. This notion 
involved a certain blending or confusion of the idea of 
Nature’s precepts to individuals with the idea of scien- 
tific social laws. 

In the main body of economic literature produced 
during the seventeenth and the first half of the eight- 
eenth century, the ethical conception of natural law as 
a body of Nature’s precepts rarely appears, and in any 
case plays no important réle. The so-called ‘“‘mercan- 
tilist”’ writers were not concerned with the wider ethi- 
cal, juristic, and social problems which the Physiocrats 
and Adam Smith brought within the scope of political 
economy. They were interested only in the narrower 
problem of finding out how a nation could best foster 
the important branches of its industry and commerce 
and so increase its wealth, mainly by suitable regula- 
tion of its foreign trade. Mun’s doctrine that the gen- 
eral “‘balance of trade” over fairly long periods was the 
thing to watch became the accepted one. The idea was 
to use taxes, bounties, and the like to divert the ex- 
penditures and investments of the people into the de- 
sired channels. This involved something like a con- 
ception of the economic system as a mechanism which 
could be manipulated; and the best of these writers — 
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Mun, Child, and others—made much progress in 
analysis of the interconnections between economic 
phenomena.‘ 

These seventeenth-century English writers on 
“Trade” seldom referred to economic “laws,” but the 
idea was always present in their writings. Petty, whose 
work was of a somewhat different order, did refer at 
times to “laws of nature,” and apparently tended to 
confuse the idea of causal laws with the ethical and 
juristic notion of natural law, as when he spoke of ‘‘the 
vanity and fruitlessness of making civil, positive laws 
against the laws of Nature.’’> Yet Petty’s economic the- 
ories were entirely scientific in spirit.6 Locke, in his 
essay on money and the rate of interest, referred casu- 
ally to “laws of value,’’ using the expression, as the 
context shows, entirely in the modern, scientific sense.’ 
When North wrote that ‘“‘no laws can set prices in 
Trade, the rates of which must and will make them- 
selves,” and suggested that the theory of Trade, like 
natural philosophy, must become ‘mechanical,’ he 
was giving explicit statement to notions which had been 
implicit in the best work of his predecessors.® 

North’s analysis of commercial life led him to discard 
the balance of trade doctrine and adopt the position 


4. The latent notion of manipulating the economic mechanism, and 
the effort to trace causal sequences among economic events in order to 
decide upon policies, may be seen not only in their discussions of the 
balance of trade, but also in their writings on money, interest, and other 
topics. An excellent illustration is Child’s discussion of the ways in 
which a low rate of interest would affect the economic system. Sir 
Josiah Child, A New Discourse of Trade, 4th ed. London, (undated), 
chap. 1; esp. pp. 46-86. 

5. Economic Writings of Sir W. Petty, ed. by C. H. Hull, i, 48. 
But see separate references to the two ideas on page 9 of this same work 
of Petty’s. 

6. See Hull’s admirable discussion of Petty’s scientific background, 
aims, and method. Op. cit., Introd., pp. lx—Ixxiv. 

7. Considerations of the Lowering of Interest and Raising the Value 
of Money; in Locke’s Works, (London, 1823), v, 36. 

8. Sir D. North, Discourses Upon Trade (1691; reprint, 1907), pp. 11, 
12. 
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of later laissez faire liberals. But he made no suggestion 
that a liberal régime was decreed by any moral Law 
of Nature, or that any “natural rights” or “natural 
liberties” of men were involved. His contention was 
simply that analysis of the facts of commerce would 
prove this to be the policy best calculated to increase 
national wealth. 

The eighteenth-century ‘‘mercantilists’” were in- 
ferior on the whole to their seventeenth-century prede- 
cessors. But Cantillon, Hume, and a few other writers 
carried forward to new achievements that analysis of 
the interrelations of trades, and of prices, incomes, and 
movements of goods and of money in commerce, which 
had been started in the preceding century. There was 
thus a long period of progress in economic theory of an 
essentially scientific type, in which it did not come un- 
der the influence of the ethical conception of natural 
law. 

But in another body of literature produced in the 
same period a certain amount of economic theory was 
worked out, from a very different starting point, in 
close connection with the juristic doctrine of natural 
law. The works of Grotius, Pufendorf, and other writ- 
ers on the Law of Nature, contain chapters or sections 
on money, value and prices, interest or usury, monop- 
olies, and other economic topics.° Hutcheson’s work in 
economics, which probably suggested some of Adam 
Smith’s cardinal ideas, was parallel and similar to that 
of Pufendorf.! This early modern school of natural law 

9. Grotius, bk. II, chap. 12 (on Contracts), secs. 14-26, deals with 
(just) prices, monopolies, money, rentals, interest or usury, and partner- 
ships. Pufendorf, bk. V, chaps. 1-8, gives a much fuller treatment 
of the same topics. 

1. Hutcheson, A Short Introduction to Moral Philosophy, bk. II, 
chap. 12. Cf. Cannan’s introduction to A. Smith’s Lectures on Justice, 


Police, Revenue, and Arms, pp. xxv-xxvi, for a fair account of Hutch- 
eson’s relation to Pufendorf, and to Adam Smith. 
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jurists and moralists had given up the idea of the medi- 
eval lawyers and schoolmen that equity in business 
transactions must be ensured by imposition upon the 
parties, in every case, of the jurists’ idea of a “‘just 
price.” They reasoned that in a free market, where 
every buyer and seller had alternatives made available 
by the prevalence of competition, the market price 
which would establish itself would always be a fair 
price, corresponding to the seller’s costs and a fair re- 
ward for his own services, and also to the value of the 
article to the buyer. They developed some economic 
theory in order to prove this, and gave the rest of their 
attention to the legal regulations necessary to ensure 
free markets. 

It remained for the Physiocrats and Adam Smith to 
combine the theory of how to promote national pros- 
perity, and the theory of the interrelations between eco- 
nomic phenomena upon which that was based, with the 
theory of the legal system which would protect every- 
one in his ‘natural rights.’”’ They argued that the two 
aims must coincide; for ‘‘Nature” had so arranged 
things that the just legal system which she prescribed 
or ‘“‘recommended” would also prove to be the best and 
indeed the only effective means of promoting national 
opulence. In their schemes of doctrine, political econ- 
omy became a development of the eighteenth-century 
notion of a harmonious, “natural” social order. ‘“‘ Nat- 
ural” institutions, prescribed by Nature but to be 
achieved by human effort, would facilitate a beneficent 
“natural” economic process. Their very different de- 
velopments of this doctrine must now be examined. 
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III 


The Physiocrats are important for our purpose only 
because they did in a bold, rigorous, and doctrinaire 
way what Adam Smith did in a much more cautious 
way, and in the spirit of a very different philosophy. 
Their influence upon Smith, especially in respect of 
such ideas as I am here concerned with, was probably 
almost nil; and their general influence upon the develop- 
ment of economic thought was not very great.? But 
they gave explicit and clear-cut development to the 
fundamental ideas of the political economy of liberal- 
ism; ideas which in the writings of other and more in- 
fluential architects of that system remained latent or 
half-expressed. Their expositions are therefore an ex- 
cellent guide, if cautiously used, to the interpretation of 
the teachings of the English economists, who were not 
always so sure of, or so apt to express in rigid formulae, 
their general philosophies. 

A student’s attitude toward the Physiocrats will al- 
ways depend upon his temperament. Like many other 
‘philosophers’ of the epoch in France they were not 
broadly and thoroughly equipped scholars, or careful 
students of facts, but facile builders of somewhat airy 
intellectual structures. But they intended, and pre- 
tended, to base their work on observation of facts; and 
they did observe many important facts about agricul- 
ture as then carried on in France, and analyze them in 
an acute way. They had a clear conception of society’s 
economic life as a single, continuous process, and excel- 


2. Cannan, in his introduction to the report of Smith’s Lectures has 
made it clear that, with the exception of his theory of “distribution,” 
Smith’s debts for his economic ideas were to British writers, not to the 
Physiocrats. That the philosophical ideas with which we are concerned 
here also came, in Smith’s case, from British and especially Scottish 
philosophy, and were of a different color from the analogous ideas of 
the Physiocrats, is brought out by Hasbach. See also D. Stewart, Dis- 
sertation, pp. 336-337, 380-381, and 474-478. 
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lent insights into many of its features. Their effort to 
combine economic theory with legal philosophy was 
one which badly needs to be renewed in our time, tho 
of course in an infinitely more careful way and in a very 
different spirit. 

There is some confusion of ideas in the Physio- 
cratic conceptions of lois naturelles, droit naturel, and 
Vordre naturel, but not so much confusion, I think, 
or so much mystery, as has often been supposed. Po- 
litical economy, in their conception of it, included the 
whole of social science; or rather, their conception of 
this science was limited to include only political econ- 
omy.’ It was to discover “les lois naturelles morales,” 
which they held to be as exact as “les lois naturelles 
physiques.’”’* Dupont cites the achievements of physi- 
cal science in his time, and declares that only men’s 
prejudices make them unwilling to believe that these 
achievements can be paralleled in social science.° The 
partly religious or theological orientation of thought 
which was still fairly common at that time, even among 
natural scientists, led the Physiocrats to describe both 
the physical and the social laws of Nature as laws which 
are “‘as advantageous as possible to the human species.” ® 
But there are plenty of passages in their writings which 
show well enough what they meant by this. 

Quesnay’s argument to prove the beneficence of ‘‘les 


3. Cf. Dupont de Nemours, De l’origine et des progrés d’une science 
nouvelle (ed. Dubois, Paris, 1910), p. 6. 

4. Dupont, De l’origine, etc., pp. 6, 8; and Quesnay, Droit Naturel, in 
Works, ed. by Oncken, pp. 374-5. The reader will recall that what we 
now Call the “social sciences’”’ were until recently, in most places, called 
the “moral sciences,”’ and their “laws’’ would be called “moral laws.’ 
Of course this terminology itself tends to carry with it confusion of 
scientific laws with precepts. 

5. Ibid., p. 6, to be read in context of pp. 5-7. 

6. Quesnay, Droit Naturel, Works, p. 375. A natural law of either 
variety is always the law “le plus avantageux au genre humain.”’ Natu- 
ral laws are “immuables et irréfragables et les meilleurs lois possibles.”’ 
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lois naturelles physiques” has two parts. In the first 
place, he argues that those conditions and events in the 
physical environment of a society which come about, 
not as results of any human actions, but as results of 
the operation of such forces of Nature as are beyond 
human control, are generally productive, on balance, of 
more good than harm to human welfare; and further, 
that such harm as they may do is always an inevitable 
result of the same “properties” of these conditions and 
events which make them useful or beneficial to man- 
kind. The storm which inconveniences the traveler 
waters the farms. This illustration is supposed to be 
typical of natural phenomena in general as they affect 
human welfare. The conclusion is that of the theodicy 
of Leibniz. God has left none but logically inevitable 
evils in the world; its laws are as conducive as possible 
to human welfare; to make them any more so would 
require an omnipotence which could make rain both 
wet and dry, or could make two plus two equal to five. 
It is an argument to be smiled at; but it shows that 
Quesnay was thinking of the actual laws of physical 
science, and affords no foundation whatever for 
Veblen’s charge that he was thinking of “animistic,” 
constraining laws which mould, not the actual course of 
events, but an ideal course of events, which is truly 
“‘real’”’ and somehow latent in the actual, into harmony 
with human desires.’ 

The second part of Quesnay’s argument is more in- 
teresting. It is that men, being endowed with “‘rea- 
son” and ‘‘free wills,’ can adjust themselves to their 
environment so as to secure its benefits and avoid the 
incidental evils. The Creator gave them reason and 
free wills for this purpose. This completes the proof of 

7. Ibid., p. 368, whole of paragraph in middle of page. For Veblen’s 


interpretation see The Place of Science in Modern Civilization and Other 
Essays, pp. 87-89. 
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his benevolence. He has made a world which, on bal- 
ance, is more friendly than hostile to its human inhabit- 
ants, a world to which they can so adjust themselves 
as to be prosperous, comfortable, and happy; and has 
given them the faculties which enable them to make the 
adjustment. This leads to the Cartesian argument that 
human ills are really due to man’s “‘abuse”’ of his free- 
dom of will, i. e., to his failure to keep his will under the 
control of his “‘reason,” and act always and only after 
acquiring full knowledge of, and giving rational con- 
sideration to, all of the effects of his actions. Quesnay’s 
“optimism” was really that of the rationalistic “‘en- 
lightenment,” which believed that the progress of 
science was going to result in a completely rational 
ordering of human life.* 

The interpretation of ‘‘les lois naturelles morales les 
plus avantageux au genre humain”’ is another story. 
Here we encounter that blending of the idea of scientific 
social laws with the idea of moral rules of conduct which 
has puzzled so many readers of the writings of the 
Physiocrats. These laws were regarded as the laws of 
the ideal social process, or procession of interconnected 
but severally “free” and rational human actions, which 
will take place as men come to understand and obey the 
moral precepts of Nature. Nature prescribes to men as 
members of society certain courses of action or con- 
duct, by making these courses necessary, in the situa- 
tions in which she has placed them, for the attainment 
of a maximum of both individual and social wealth and 

8. What I have distinguished as the “second part” of Quesnay’s 
argument will be found on pp. 368-371 of the Works, beginning with the 
last sentence of the paragraph cited for the “first part’? and running 
through to the end of chap. 3. ‘“Abuse’’ of the power of free will, or 
irrational action, is called a “violation” of natural laws — of natural 
moral laws (see below) and of the beneficent intent of physical laws, 


which are intended to ensure the effects that will result if men make the 
proper use of reason and free will. 
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welfare. It is for them to discover, by the use of their 
“‘reason,” what these best courses of action are, and 
pursue them. Then they will set up, and carry on their 
economic life in, the ideal order which Nature pre- 
scribes.® 

This notion of normative social laws really includes 
three ideas, which are not as clearly separated as they 
should be. It includes the rules of droit naturel, 
which, as embodied in legislation and in the moral con- 
sciousness of citizens in the new social order, will regu- 
late their behavior in accordance with their natural 
rights and duties. It may also be said to include the 
rules of rational economic behavior, which will guide 
individuals in pursuing their economic interests within 
the limits fixed by the rules of justice. Both of these 
sets of rules are precepts or injunctions of Nature, 
which men must discover and obey. But the general 
conception also includes the laws of economics in the 
proper sense of that expression, i.e., the laws of the 
causal interconnections among the actions of separate 
individuals which make up economic life. Each indi- 
vidual behaves “‘freely,” and in the ideal order ration- 
ally, in the economic situation which confronts him at 
a given time; but that situation is partly determined 
for him by the previous actions of other men, and he in 
turn helps to create situations which affect the rational 
choices of others. The laws according to which the 
separate actions and situations are thus linked together 
are the explanatory laws of the general economic pro- 
cess. It was the view of the Physiocrats that this pro- 
cess would ensure the working out of all desirable ad- 
justments in the economic system, when all individuals 
should have become rational or prudent men, living in 
a rational or just society with its ‘‘natural” scheme of 
9. Dupont, De l’origine, p. 7. 
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institutions. But they united the three conceptions, of 
rules of prudence, rules of justice, and economic laws of 
the process formed by the linking together of individual 
actions, in a single conception of Nature’s wise laws for 
the regulation of the social economy. 

In spite of their confusion on this point, however, 
their work in explanatory economic theory forms a part 
of their writings which can be separated readily enough 
from their work in ethical and legal philosophy.! When 
they are describing and analyzing the general process 
of economic life, they are plainly working simply to dis- 
cover causal or explanatory economic laws. On the 
other hand, when they are describing and eulogizing 
the institutions of l’ordre naturel, and the rules of 
droit naturel, they are as plainly advocating an ideal 
to be realized by human efforts. The effect of this in- 
clusion of their theory of the economic process in a 
wider social philosophy was to make it a theory of the 
process as it would go on in the ideal social order. But 
this did not make it a thing wholly detached from ob- 
servation of the existing society. It was possible to see 
what tended to happen, wherever men were free and able 
to take the courses of action indicated by their cirecum- 
stances as most conducive to the simultaneous advance- 
ment of their own and of the nation’s wealth; and to 
reason out what would happen in a better society, free 
of existing hindrances to the achievement of ideal ad- 

1. To a large extent the two things were even given separate places 
in the arrangement of their expositions. Thus in Mercier de la Riviére’s 
L’Ordre Naturel, the first 35 chapters are devoted to ethical, political, 
and legal philosophy, with only incidental bits of economic theory. The 
remaining nine chapters are concentrated economic theory — analysis of 
“commerce.” On the other hand, Baudeau’s Premiére introduction & la 
philosophie économique — one of the most readable and attractive works 
of the school— is descriptive and analytical throughout, a picture of 
the structure and operation of the nation’s economic system, with at- 


tention everywhere to the institutions and rules of conduct required to 
make it work for the general welfare. 
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justments. The Physiocratic ordre naturel was a utopia, 
but a utopia less unlike the existing state of affairs than 
many others that were being projected at the time. It 
was to be a social order adjusted to the facts with which 
Nature confronted mankind, the order which Nature 
required them to achieve in order to fulfill her purpose, 
and their need, for the best possible adjustment to one 
another and to their common physical environment. 
Some approximation to it had already been achieved 
everywhere, being indispensable to the continuing ex- 
istence of society.2, Hence the economic process in the 
existing society would be an approximation, somewhat 
remote, to the process as described in their economic 
theory, i. e., the process which would go on in the “‘nat- 
ural” social order and would result in the best possible 
adjustments in the economic system, from the point of 
view of the wealth and welfare of the nation. ra 

The main interest of the Physiocrats was in showing 
what the institutions of the natural order must be. 
Their science was to discover the exact scheme of in- 
stitutions which Nature had made necessary for attain- 
ing the greatest good of the nation as a whole. Dupont 
criticizes Montesquieu for teaching that no general and 
exact science of what institutions ought to be is possible, 
because those of every nation are and must be adjusted, 
not only to its peculiar conditions of topography, soil, 
climate, etc., but also to the tempers, habits, and in- 
clinations of its people. This doctrine would lead to 
fatalistic acquiescence in local tradition and preju- 
dice. The ideal end of all political societies, says Du- 
pont, is the same, namely, to make all of their members 
as prosperous and happy as possible. There must be a 


2. Dupont, De l’origine, p. 7: “un ordre qu’on ne pourrait abandonner 
entiérement sans opérer la dissolution de la société et bientét la 
destruction absolue de l’espéce humaine.” 
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science of the best means of attaining this end, under 
the conditions which Nature imposes. The ‘‘laws”’ of 
this science must be exact, and independent of all tra- 
ditional opinions of what ought to be done, because 
“there can be nothing arbitrary in physical acts di- 
rected to a definite end. One can arrive at a given 
point only by taking the route that leads to it.” ® 

The institutions of l’ordre naturel were to conform 
to the principles of droit naturel. In his article on 
Droit Naturel, Quesnay begins by saying that previ- 
ous writers on this subject had arrived only at vague 
and confused ideas, because they had not built upon 
observation of definite facts about human beings, their 
physical and mental characteristics, and their various 
relations to one another in specific social situations. A 
study of these facts would show what Nature intends 
men to recognize as their respective rights and duties, 
in order that they may codperate with one another in 
the most effective way. Thus Nature has obviously 
made it the duty of parents to do certain things for 
their children, and has given children a corresponding 
right to these parental services. The facts of the situ- 
ation in which parents and children are placed are 
enough to show this.* All rights and duties among hu- 
man beings are to be determined in the same way — by 
the facts and requirements of the situations in which 
they stand in relation to one another. 

The general character of the institutional régime 
which the Physiocrats arrived at as their ideal is familiar 
enough. All men were to be free to dispose of their own 
persons and of their labor to the best advantage, to 
acquire and control property in land and movable 
goods, and to have access at all times to the best mar- 


3. De lorigine, p. 7. 4. Quesnay, Works, pp. 360-363. 
5. Ibid., p. 365. 
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kets at home and abroad. There was to be a govern- 
ment, headed by a monarch with the sole power to pro- 
mulgate laws and control their administration. But the 
monarch or ‘“‘despot”’ could not ‘‘make” laws; he could 
only promulgate as statutes of the realm the rules of 
“natural law” (droit naturel); and he was to be checked 
by an independent judiciary, trained in natural law, 
and possessing a judicial veto. An important func- 
tion of the state was to educate all citizens, especially 
in the principles of natural law. The land-owning aris- 
tocracy would be trustees for the nation of the produit 
net, the net income of their lands, which was the na- 
tion’s only net income above the costs of keeping pro- 
duction going and supporting the producers and the 
“sterile” urban population. A part of the produit 
net would go to the state, as the only tax; and the 
landowners would use part of what was left in improv- 
ing lands, so that production would not merely be kept 
going, but would be increased. Tho a net income, 
the produit net was the landowner’s reward for those 
original ‘“‘advances,”’ made by himself or by his ances- 
tors, which had prepared the land for cultivation. It 
provided him with both the means and the incentive 
to make new advances of the same kind. The larger the 
produit net the greater the incentive would be to 
improve land and thus make economic progress cumu- 
lative. With free markets, rents no greater than the 
produit net, and no taxes, the peasant cultivators 
would be able to stock their farms with adequate equip- 
ment, make adequate ‘‘annual advances” for cultiva- 
tion, and bring their fields to the highest efficiency 
in production. The useful, tho “unproductive,” in- 
dustry and commerce of the towns would be similarly 
freed from its handicaps and enabled to function “‘natu- 
rally”’ in the new régime. With universal free exchange 
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and competition, prices and incomes would be kept at 
their ‘‘natural” levels, supplies in all markets would 
adjust themselves to demands, and the economic sys- 
tem would become the efficient and harmonious mechan- 
ism which Nature intended it to be. 

It should be clear from what I have said that the 
laissez faire maxim, as used by the Physiocrats, was 
not a counsel of inaction. Their “legal despotism”’ was 
to be a vigorous and active government, but active 
only along the wise lines pointed out by Nature. The 
immediate program of action which they had in mind, 
of course, was one of destruction of old abuses. But the 
permanent task of enforcing the rules of droit naturel 
meant the carrying out of a definite tho simple pro- 
gram of “‘social control” of economic life. To protect 
every man in his natural rights, was to restrain every 
man from encroaching upon the natural rights of his 
fellows. To give every man the same liberty and oppor- 
tunity to pursue his own interests, was to prevent indi- 
viduals, groups, classes, and localities from claiming 
and exercising privileges of a monopolistic character, or 
asserting their own interests beyond the limits of justice 
or to the detriment of the legitimate interests of others. 
The particular forms of public and social action to 
which they objected were such as really impeded and 
crippled the normal activities of some groups and 
classes, for the sake of protecting the vested interests of 
others.® 

The utilitarian character of the whole philosophy of 
the “sect” is also evident from what I have said. Na- 
ture’s purpose is to maximize the wealth and happiness 
of mankind. Her injunctions to men are the indica- 
tions she gives, by the situations in which she has placed 

6. My contention here is sufficiently supported by the fact that the 


Physiocrats always coupled individual rights with correlative duties. 
See for instance Dupont, De l’origine, p. 11. 
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them, of the things they must do to play their parts in 
attaining this end. Ascertaining the precepts of Nature 
thus means ascertaining what is necessary to the greatest 
general good. But the utilitarianism of the Physio~: +s 
lacks that fully and truly empirical and experi | 
character which is the mark of the most genuine 
tarianism. The distinctive meaning of the doctrine hat 
whatever is most useful is “right,” is that absolute and 
a priori ideas of what is “‘right”’ are to be thrown away, 
and men are to set themselves in all openness of mind to 
learn by experience what really is most useful. In spite 
of their intention to arrive at the principles of droit 
naturel by observation of facts, the Physicocrats did 
not escape from the arbitrary dogmatism which that 
conception has always been too apt to carry with it. 
They assumed that ‘“‘Nature’s” indications of what is 
right in every social situation are always obvious upon 
a merely abstract consideration of its general features. 
Their doctrine of ‘‘évidence”’ is here in point. In the 
spirit of Descartes, they reasoned from ‘“‘clear ideas” 
about the facts of social life, which seemed to them 
“evident” as soon as stated.’ These ideas were gener- 
ally “evident” enough, if taken as the abstractions 
which they really were; but the Physiocrats reasoned 
as if they were complete descriptions of concrete social 
facts, in which capacity they really could figure at best 
only as half-truths. The system was a kind of abstract 
social geometry, useful as such, but needing an almost 
infinite amount of modification and filling out by de- 
tailed studies to make it an adequate map of the most 
useful social order. 


7. See Quesnay’s article “ Evidence” Works, pp. 764 ff.; and Mercier 
de la Riviére, L’ordre Naturel, chap. 9. 
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IV 


Adam Smith’s philosophy of the natural order of 
things in social life was very different, evolved by a 
mind and temper very different from that of Quesnay, 
and built upon a much broader basis of scholarship and 
of careful empirical studies. Smith belonged to the 
school which trusted not so much the natural human 
faculty of reason as the natural instincts or propen- 
sities and the natural feelings or sentiments of mankind 
to achieve the natural order. Reason also had its part 
to play, in his view, but it was a minor part. Things 
would turn out best if men attempted a rational or 
deliberate management only of their personal affairs 
and of such public affairs as could be brought within the 
range of their limited powers of foresight and control. 
If every man would attend to the little part of the social 
system that was under his immediate charge, and for 
the rest would let his natural instincts and feelings be 
his guide, the system as a whole and the general welfare 
would take care of themselves. Ambitious efforts of 
rationalistic reformers and statesmen to make men work 
together in accordance with their logical plans, would 
always come up against the fact that human beings 
could not be moved about like pieces on a chessboard. 
The wise statesman would therefore learn to codperate 
with Nature; i.e., to let natural tendencies, resulting 
from the natural propensities and sentiments of men, 
work themselves out in social life, with only a certain 
minimum of regulation by institutions which should 
themselves express or harmonize with the feelings, 
habits, and even to some extent the prejudices of the 
great mass of the population.® 

This view that a “natural” social order, including 


8. Theory of Moral Sentiments, Part VI, sec. 2, esp. chap. 2. See 
also Part VII, sec. 2, chap. 3. 
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“‘natural”’ institutions, is to be achieved by the normal 
operation of the instincts and feelings of men, supple- 
mented by their intelligence as that may work in the 
spheres in which it is effective, puts Smith in the class 
of such thinkers as Bacon, Montesquieu, and Burke, 
who were more apt to appeal to traditions that had 
grown up in this way and become adapted to local con- 
ditions than to urge abstract theories and schemes of 
sudden reform. Bacon’s conception of the leges legum 
was less like other conceptions of juristic natural law 
than it was like a conception of social or even historical 
laws, which ensure a gradual adjustment of systems of 
law and policy to the tempers, habits, and requirements 
of the population. Montesquieu indulged in some 
abstract doctrines, but his main idea was that institu- 
tions should be adjusted, and will in the end adjust 
themselves, to conditions, and to habits and impulses of 
the people, which are beyond the lawmaker’s control. 
Burke opposed the abstract ‘natural right” theories of 
the French philosophes, but had his own theory of the 
way in which “Nature” instructs mankind in the evo- 
lution of sound institutions — chiefly through instincts 
and sentiments which, through a long historical process, 
find expression in institutions that work and become 
objects of loyalty.2, Adam Smith was closer to the camp 
of Montesquieu and Burke than to that of Quesnay or 
Bentham.’ He differed from the later historical jurists 
in his ability to combine with this largely anti-rationalist 
philosophy an acute and minute analysis of the social 
““mechanisms”’ which, with some help from human in- 


9. Cf. D. Stewart, Dissertations, pp. 71-74. 

1. Ibid., pp. 189-193. 

2. Burke, Reflections on the French Revolution. 

3. Bentham, of course, was not an adherent of any form of the doc- 
trine of juristic ‘natural law,” but his own legal philosophy relied en- 
tirely on abstract logic to construct an ideal system of law. 
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telligence, produce that adjustment to one another of 
all individual interests which is social “‘order.”’ ¢ 

Smith’s neglected ‘‘Essays on Philosophical Sub- 
jects”’® throw much light, I think, upon the philosophy 
which pervades both the Theory of Moral Sentiments 
and the Wealth of Nations. The task of the natural 
sciences, according to Smith, is to find ‘‘connecting 
links” between events or phenomena which at first 
appear unrelated. In this way it reduces the apparent 
chaos of phenomena to an ordered system, and in the 
end gives us the inspiring conception of the universe as 
a single, vast ‘‘machine,’”’ whose parts work together 
as if according to a plan. When the philosophers of 
antiquity first arrived at this conception, they could 
not help inferring that the unity and codrdination of 
parts in the cosmos implied a unity in the “‘cause”’ of 
the whole, and an intelligent design; and thus “‘science 
gave birth to the first theism,” i. e., monotheism as dis- 
tinguished from the earlier polytheism, which had pic- 
tured the gods as interfering in the natural course of 
things, instead of as planning that course.’ 

It is not too much to say that in the Theory of Moral 
Sentiments and in the Wealth of Nations Smith was 
trying to do in social science what he described natural 
science as doing in its field, i. e., to discover “‘connecting 


4. As bearing on this conception of social “order,”’ see J. Dickinson, 
“Social Order and Political Authority,” Am. Pol. Sci. Rev., May, 1929. 

5. The history of these essays, and their connection with Adam 
Smith’s teaching, are touched upon in Francis Hirst’s biography of 
Smith. Auguste Comte praised them, and largely on the basis of the 
indication they give of Smith’s acquaintance with natural science, made 
an exception in favor of their author in making his general charge against 
the “metaphysical” economists. Cours de Philosophie Positive, 5th ed., 
iv, 212-213. 

6. “The Principles Which Lead and Direct Philosophical Inquiries, 
Illustrated by the History of Astronomy,” Section II. In The Whole 
Works of A. Smith, (London, 1822), v, 10-18. 

7. “The Principles Which Lead, etc., Illustrated by the History of 
the Ancient Physics,” ibid., pp. 89-90. 
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links” among the minds and among the actions of 
separate individuals in social life, and thus arrive at the 
conception of a systematic order among social phe- 
nomena. He did not sharply distinguish ‘‘order,”’ in 
the sense of a system of uniform causal relations among 
social events, from ‘‘order’’ in the sense of a set of har- 
monious adjustments among individual interests, re- 
sulting in a well-ordered society. But in the social pro- 
cesses which he described as maintaining order and 
equilibrium among individual interests, human intelli- 
gence and planning, human moral feelings, efforts of 
men as responsible beings to achieve social order, and 
human legal institutions, all had parts to play. The 
natural propensities and feelings of men, however, 
rather than their powers of rational foresight, were 
represented as the main agencies at work. And in the 
fact that these propensities and feelings, which were 
due to the original endowments of human nature, 
tended to produce a harmonious order in social life, 
he found warrant for an inference that ‘‘ Nature” or 
the ‘Author of Nature” was working through human 
propensities and feelings to realize a beneficent purpose 
that transcended human purposes. 

The character of this optimistic teleology is perhaps 
best brought out in his argument against Hume’s ex- 
planation of the sense of justice, which prompts us to 
approve the punishment by the state of every indi- 
vidual who commits what we regard as an unjust act 
against another. Hume had explained this feeling of 
indignation as due to a perception of the social utility 
of compelling every man to respect the rights of his 
fellows, and to “‘sympathy” with the general happiness 
thus protected. Smith does not deny that this social 
utility 7s the good which is accomplished by enforcing 
justice; but he denies that perception or foresight of the 
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social benefit is the cause of the feeling in question. To 
make it the cause, he says, is to forget to apply in social 
science the principle of natural science that a scientific 
explanation must run in terms of “efficient causes,’ not 
of ends or “‘final causes”! The wheels of a watch make 
it give the correct time, not because they intend this 
result, but because they are controlled by a spring. The 
intention was in the mind of the watchmaker who de- 
signed the mechanism, but the task of explaining the 
movements of the hands is one of explaining the work- 
ing of this mechanism. In the same way, Smith thinks, 
the moral feeling that makes us approve what is in fact 
socially useful is produced, not by our conscious inten- 
tion to promote society’s welfare and our knowledge of 
how to promote it, but by the springs with which Na- 
ture has equipped our mental and emotional machinery. 
He admits that conscious purposes and rational fore- 
sight play some part in the operation of human minds; 
but many of the socially useful results that flow from 
individual feelings and actions are planned, not by men, 
but by the Author of their natures. Much that is im- 
puted to the wisdom of men is due to the wisdom of 
God. Psychological and social science has to explain 
the operation of the mechanisms by which the Divine 
purpose is achieved. This argument makes it clear that 
Smith’s references to the purposes of Nature, the 
“guiding hand,” etc., were not substitutes for scientific 
explanations of social phenomena but an appendage to 
them. They were set up in opposition to the human 
teleology that attributes everything which comes to 
pass in social life to deliberate and far-seeing human 
purposes.® 


8. Theory of Moral Sentiments, Part II, sec. 2, chap. 2; (6th ed.) 
i, 216-229. I do not mean to deny that Smith’s belief that Divine wis- 
dom had designed the mental and social mechanisms, had a tendency to 
bias his “scientific” account of their working, in the direction of “‘op- 
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As we should expect, in view of these characteristics 
of his thinking, Smith’s theory of the natural economic 
order differed from that of the Physiocrats in being less 
a theory of an ideal order to be achieved by a rational 
plan of reform than a theory of an existing order among 
economic events.’ The Wealth of Nations is a descrip- 
tive and explanatory treatise. The natural propensity 
of men to truck and barter, rather than rational fore- 
sight of an advantage to be gained, has led to the de- 
velopment of a system of division of labor, which makes 
men interdependent, and increases their economic effi- 
ciency.! The natural desire of every man to better his 
own condition, rather than rational plans of statesmen, 
ensures the continuous progress of national wealth.’ 
The gravitation of men, money, and goods to their best 
markets keeps all prices and incomes near their ‘‘natu- 
ral” levels, and carries men, without foresight on their 
part of the socially good result, into the fields of activity 
in which they can do most to increase the wealth of the 
nation, as well as their own wealth.* All this comes 
about almost regardless of the wisdom or folly of govern- 
ments. Smith criticizes the Physiocrats for regarding 
their precise ‘‘regimen of laws” as absolutely essential 
to the health of the economic organism. His own view 
was that, though misdirected public policies could do 
some harm, the persistent pressures toward adjustment 
and progress kept in play by individual interests would 
timism.” But a belief that individual behavior often promotes social 
welfare, without a conscious intention to promote it being in the mind of 
the individual, does not necessarily depend on theology. See in this con- 
nection the praise of Smith’s Moral Sentiments in T. H. Huxley, Evolu- 
tion and Ethics (New York, 1899), pp. 28, 30. 

9. Cf. Viner, ‘‘A. Smith and Laissez-Faire,’’ Journ. of Pol. Econ. 
(April, 1927) p. 198. 

1. Wealth of Nations, bk. I, chap. 2. 

2. Ibid., bk. IV, chap. 9, p. 304 (my references are to 4th ed. by 


McCulloch, 1850). 
3. Ibid., bk. I, chap. 7, and bk. IV, chap. 2, pp. 198-200. 
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always act as the vis medicatrix to maintain a tolerable 
degree of health and soundness in the organism.‘ 

Yet Adam Smith also had his ideal of an institutional 
order, a little different from the system existing in his 
day in Great Britain. His account of economic tenden- 
cies was intended to be close to the facts of contempo- 
rary society, but still closer to the facts as they would be 
if existing impediments to “‘natural’”’ economic adjust- 
ments were removed. The inquiry was in the main 
quite objective and scientific in spirit, but it is true that 
it was directed to the end of making out a case for the 
program of public policy which he believed to be ‘‘recom- 
mended by Nature.” This program he described, in 
negative terms, as an abolition of “‘all systems either of 
preference or of restraint,’”’ which would enable ‘‘the 
simple and obvious system of natural liberty” to ‘‘estab- 
lish itself of its own accord.’® This language has ob- 
scured for his readers the fact that the “‘system of 
natural liberty” was Smith’s ideal legal system, corre- 
sponding in its own way’to that of the Physiocrats. - 

The evidence of this, and of the character of his ideal, 
is to be obtained from a comparative study of the 
Wealth of Nations and the Theory of Moral Senti- 
ments.* The relation of these two treatises has never, 
I think, been rightly understood. The view that the 
central doctrine of one is inconsistent with that of the 
other is without foundation.’ The ‘“‘sympathy”’ of the 
Theory is not benevolence or altruism, and the “self 
interest” of the Inquiry is not selfishness. A German 
historian of philosophy says truly that in the former 
work Smith found “in the mechanism of sympathetic 


4. Ibid., bk. IV, chap. 9, p. 304. 

5. Ibid., bk. IV, chap. 9, p. 311. 

6. Some additional evidence is also provided by the report of Smith’s 
lectures on jurisprudence, published by Cannan. See page 235, note 5. 

7. G. R. Morrow, The Ethical and Economic Theories of Adam 
Smith, and Hasbach, Untersuchungen iiber A. Smith, are fairly good on 
the relation of the two. 
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transfers of feeling an adjustment of individual interests 
similar to that which he ... found in the mechanism of 
the exchange of external goods.’”’* A more precise 
statement of the matter can be given. In one work we 
have a theory of the way in which ‘“‘sympathetic trans- 
fers of feeling” set limits to the assertion of individual 
interests and promote social harmony: partly by creat- 
ing moral sentiments in the minds of individuals which 
directly modify their conduct, and partly by causing 
society to evolve a legal system which expresses the 
moral sentiments common to the mass of mankind, and 
imposes restraints which not every individual would 
always impose upon himself. In the other work we have 
a theory of the way in which the individual interests, 
thus limited, themselves promote economic adjustment 
and harmony. The two treatises therefore give us com- 
plementary halves of Smith’s social philosophy. 

The Theory of Moral Sentiments is a study of the 
sociological and psychological genesis of moral feelings. 
I cannot wholly agree with Professor Viner’s opinion 
that it embodies a more extreme and repellent form of 
its author’s optimistic teleology than is to be found in the 
Wealth of Nations.® There is a difference of degree of 
this sort, but it does not seem to me to be very marked. 
It is to be remembered that the Theory is dealing, not 
with the actual behavior of men, but with the genesis of 
the moral feelings which tell them how they ought to 
behave. That the feelings are not always developed 
strongly enough to be effective in controlling conduct, 
is frequently admitted.1 The ethical element in the 

8. Windelband, History of Philosophy, trans. Tufts (2d. ed., 1914) 
ss herd Viner, ‘“‘Adam Smith and Laissez Faire,” Journ. of Pol. Econ. 
(April, 1917), pp. 200-201. 

1. E.g., Part I, sec. 3, chap. 3; Part 3, chap. 3, pp. 379-388 (6th ed., 


vol. i); Part 3, chap. 4; Part 5, chap. 2, pp. 19-20 (vol. ii); Part 6, sec. 3, 
pp. 120 ff. 
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treatise lies just in the idea of the individual’s responsi- 
bility for making the effort to develop and strengthen 
in his mind, and to act in accordance with, the feelings 
and the rules of conduct suggested to him by the social 
experience which comes through his faculty of sympa- 
thy. The “connecting links” between the minds of 
men in the social mechanism that is being described 
stop short at the threshholds of the free volitions of 
individual minds. If the volitions play their proper 
parts, the mechanism works harmoniously. But the 
admission that they frequently fail to play their parts 
properly makes the Theory an account, not strictly of 
what social life is, but of what it can be. 

The complex account of the operation of sympathy 
can only be summarized here. Individuals tend to be 
led, by their sympathies and desires for sympathy, to 
restrain their selfish desires, ambitions, and impulses, 
and keep them within certain limits. Immediate feel- 
ings not always sufficing to define and enforce these 
limits, they build up rules of conduct from their experi- 
ence of what their feelings normally are. These rules, 
he says, are the celebrated moral laws of Nature.? The 
limits which they impose upon the assertion of private 
interests are at a mean between those which, in the ab- 
sence of sympathy, other interested parties would im- 
pose upon the individual to prevent him from encroach- 
ing upon their interests, and those which, in the absence 
of sympathy, he would allow himself to reach in giving 
rein to his expansive desires. 

A vigorous pursuit of one’s own interests, within the 
limits thus imposed, is treated in the Moral Sentiments 
as the virtue of prudence. Desire for the sympathy and 
approval of his fellows tends to make a man practise 
this virtue, just as it tends to make him stop in the pur- 
2. Part VI, chaps. 4 and 5. 
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suit of his interests at the limits beyond which he would 
be doing injustice to others. Mankind in general ap- 
plauds every man who gets ahead in the race for wealth 
and social position, so long as he does not trample on 
the rights of his competitors. The truly prudent man is 
therefore also the just man. The chief thing that per- 
verts the sense of justice and turns prudence into grasp- 
ing selfishness is the bias that develops if one lives in a 
group of his allies and is in sympathetic contact with the 
minds of partial, not of impartial, spectators of his 
actions. The prudent man retains his sense of justice 
by keeping a little aloof from his group and mixing as a 
friend in all kinds of company.* 

It is unfortunate that Smith never wrote his promised 
treatise on ‘‘the rules of natural justice which ought to 
underlie and be the foundation of the laws of all na- 
tions.” 4 But the Theory of Moral Sentiments, supple- 
mented to some extent by the copy of a student’s notes 
~ of his lectures on natural jurisprudence, which Professor 
Cannan discovered, enables us to learn what his views 
were as to the general spirit of these rules.’ They would 
simply protect every man’s right to pursue his own 
interests within the limits imposed by the necessity of 
giving similar protection to every other msn. Now I, 
think it is clear that the legal system embodying the 
rules of natural justice is the system of natural liberty 
of the Wealth of Nations. When the systems of prefer- 
ence and restraint are abolished, it will “establish itself 
of its own accord,” i. e., not without human effort, but 


3. Theory of Moral Sentiments, Part VI, sec. 1 (of Prudence); Part 
II, sec. 2, chap. 2, esp. p. 207 (vol. 1, 6th ed.); Part III, chap. 3, 
pp. 382-386. 

4. Moral Sentiments, Part VII, sec. 4, vol. ii, pp. 395-399; and 
introd. to this 6th ed., vol. i, pp. vi-vii. 

5. The lectures add only a little to our knowledge of his views on 
jurisprudence. Cf. Cannan’s editorial introduction. 
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- as an expression of the moral sentiments “natural” to 
mankind.® 

The other systems violated those sentiments, in 
Smith’s opinion. They were not only detrimental to 
national wealth, but they were also unjust; they in- 
volved “‘ preference”’ or partiality as well as “‘restraint.” 
They had been established, not in obedience to the 
sentiment of justice, but in pursuance of excessively 
clever — and mistaken — ideas of ‘‘policy.”” Men had 
supposed that, in order to get ahead of other nations in 
commercial rivalry, it was necessary to disregard moral 
scruples and sacrifice the interests, not only of foreigners, 
but of large classes in the home population to the inter- 
ests of those engaged in the favored industries and 
trades. Within the nation a similar belief in every lo- 
cality had led to local ordinances which invaded rights 
or legitimate interests of numerous individuals, and in- 
terfered with that free movement of all things to their 
best markets so necessary to the proper working of the 
economic system. The Wealth of Nations aimed to 
prove that justice, or equal liberty for all, was the best 
economic policy for nations and communities.’ 

In harmony with this is the further fact that the in- 
dividual self-interest approved in the Wealth of Nations 
as a socially beneficent force is the prudence of the 
Theory of Moral Sentiments, i. e., a self-interest work- 
ing within limits fixed by rules and sentiments of justice. 
This is shown, in a negative way, by the many vigorous 
criticisms of the selfishness of manufacturers and mer- 

6. In the paragraph in which this system is referred to — the next to 
the last paragraph of Book IV, chap. 9 — he explicitly says that under 
it the state or sovereign still has the duty of “protecting . . . every mem- 


ber of the society against the injustice or oppression of every other mem- 
ber of it.” 

7. W. of N., bk. IV, chaps. 1-8, repeatedly attacks the injustice 
of the restrictions of the “commercial system.”” See esp. chap. 2, and 
end of chap. 8. 














JUS NATURALE AND ECONOMIC LAW 237 


chants, who band together to exclude new rivals from 
their trades and exploit the public.’ Hasbach and others 
have commented on the contrast between the ideal 
prudent man of the Moral Sentiments and the business 
men portrayed in the Wealth of Nations. Adam Smith 
was no admirer of business men as a class, and no spokes- 
man or mouthpiece of a “‘rising bourgeoisie.’”’ The pur- 
suit of private economic gain or advantage ceased to be 
regarded by him as a worthy and socially beneficent 
activity whenever it took the form of efforts to secure 
or to protect monopolistic advantages. 

Universal free and fair competition was his ideal. But 
his attacks upon the greed of those who sought to escape 
from or to limit competition show that he recognized 
that the kind of competition which he had in mind 
could exist only if all the competitors were like the ideal 
prudent man — men anxious to get ahead in all fair 
ways, but unwilling to do injustice to others. The fail- 
ure of so many business men to live up to this ideal he 
explained, in both of his treatises, as a failure due to the 
warping of their sense of justice by constant association 
with those who were more their allies than their rivals.° 
The resulting exaggeration of legitimate self-interest 
into anti-social selfishness was precisely the cause of 
those systems of public policy against which the Wealth 
of Nations was directed. The system of natural liberty, 
by guaranteeing to all men the same liberty to compete 
on equal terms in every market and every field of em- 
ployment or investment, would thereby deny to all men 
the right to assert and protect their vested interests at 
the expense of others and of society. 


8. W. of N. (4th ed. by McCulloch, 1850), pp. 203, 207, 218-219, 
298-299. 

9. Moral Sentiments, 6th ed., pp. 382-386; W. of N., McCulloch ed., 
p. 203. 
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Competition, in Smith’s economic theory, played the 
réle of a restraining force, which would limit the selfish- 
ness of every individual by making it necessary for him 
to treat all with whom he had dealings just as well as his 
competitors would treat them. There is an analogy be- 
tween this rédle of competition in his economic theory 
and the réle of sympathy in the Theory of Moral Senti- 
ments. But my present argument is that there is more 
than this analogy between the two. There is also a de- 
pendence of one of these restraining agencies upon the 
other. Competition could work as Adam Smith thought 
it should work only in a society whose legal system, and 
whose current and effective standards of business moral- 
ity, were products of the effective working of the force 
of sympathy. It was the moral sentiments engendered 
by sympathy which dictated the system of natural 
liberty as the just legal system. And the business man 
whose sympathies were working normally would accept 
this régime, seek no favors from the state which would 
be inconsistent with it, and practise competition in the 
spirit of it. That many business men were in fact un- 
willing to do this, he was quite realist enough to ac- 
knowledge. But he directed his argument mainly 
against legislative policies which aided groups of grasp- 
ing business men to escape from the restraints of com- 
petition. It was perhaps one of his greatest mistakes 
that he tended to assume that, if the law and public 
policy did not help any man to escape from the restraints 
of competition, he could not escape from them and 
would be compelled by competition to behave very 
much as if he had normal sympathies, whether he had 
them or not. 
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V 


The economic and social philosophies of the Physi- 
ocrats and Adam Smith, though very different in char- 
acter, thus came to very similar results. Under a ‘‘nat- 
ural” régime of institutions, or of law and policy, a 
“natural” economic process would ensure the working 
out of the right adjustments in the economic system and 
the maximization of national wealth. For the Physio- 
crats the ‘‘natural” legal system was the one indicated 
by Nature, through certain simple and obvious facts of 
social life, to the ‘‘reason”’ of the reformer, as the sys- 
tem intended and calculated to promote the general 
welfare. For Adam Smith it was the system which har- 
monizes with the moral sentiments that Nature en- 
genders in men’s minds through the workings of sym- 
pathy. The character or content of the ideal system 
was about the same for both. It would guarantee to all 
men certain rights or liberties, thereby denying to every 
man all privileges inconsistent with the rights of others. 
It was therefore not a system that implied passivity on 
the part of governments, or an absence of ‘‘social con- 
trol” of individual behavior and the course of economic 
events. The “natural” economic process was not an 
uncontrolled process but the process intended by Na- 
ture, and capable of complete realization as the actual 
economic process only if the state should do its part by 
establishing the laws and policies prescribed by Nature. 

It is, of course, true that the functions of the state, in 
the ideal régime, were very narrowly conceived and 
limited, and that the need of any general or far-reaching 
collective or public control of the economic system, be- 
yond that implied in protecting individual rights, was 
denied. But this feature of these two economic philos- 
ophies was not an inevitable result either of the notion 
of “natural” economic laws, or of that of juristic 
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“natural law,”’ or of the combination of the two. It 


was a result of the content which these eighteenth- 
century writers happened to put into the latter of these 
concepts. Protecting the rights of all individuals 
against encroachment by other individuals may involve 
a great deal of state activity, if the rights are defined in 
a certain way. But the simple legal philosophies of 
Quesnay and Adam Smith defined individual rights in 
such a way that only a very limited amount of state 
activity appeared to be necessary.'_ Moreover, they 
failed to see that, in addition to its function of protect- 
ing rights, the state has a function of leadership of group 
activities.? As it happened, the efiorts of governments 
of that day to exercise this function of leadership, in re- 
lation to industry and commerce, or to assist in the 
promotion of national wealth, had taken forms which 
they regarded, with much justification, as involving 
unfair partialities to special groups and interests, and 
as inept for their purpose. For this reason they con- 
demned those efforts as contrary to the plan and pre- 
cepts of Nature. But if other functions of the state 
besides those which they assigned to it had appeared to 
them to be functions which it needed to exercise, in 
order to play its own part most effectively in promoting 
the general welfare, their philosophies would have per- 
mitted and would even have compelled them to regard 
these other functions also as ordained by Nature. 

In saying this, I am neither denying the importance 
of, nor condoning, the laissez faire note in these two 
economic philosophies. The Physiocrats and Adam 
Smith did say that, in guaranteeing to all men impar- 


1. It is also true that the assumption that the “reason”’ (in one case) 
or the “sympathies” (in the other) of the individual himself would 
generally go far to make him respect the rights of others, played a part 
here. 

2. Cf. Dickinson, “Social Order and Pol. Authority,” Am. Pol. Sci. 
Rev., May, 1929. 
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tially those rights or liberties which they regarded as 
“natural,” the state would be doing about all that wise 
Nature required or permitted it to do, for its part, in 
promoting the general welfare; and that, in doing much 
more than this in the way of controlling economic activ- 
ities, it would be violating the precepts of Nature and 
interfering with the harmonious ‘‘natural’”’ working of 
the economic system. In thus claiming the sanction of 
“Nature” for their particular ideals, they gave those 
ideals a certain dogmatic rigidity. And in interweaving 
the exposition of their ideals with their expositions of 
explanatory economic theory, they built a laissez faire 
bias into the structure of economic thought. 


O. H. Taytor 


UNIVERSITY OF PENNSYLVANIA 











THE MEASUREMENT OF THE PHYSICAL 
VOLUME OF PRODUCTION 


SUMMARY 


Introduction. — I. Development of a measure of the physical volume 
of production on the basis of the concept of production in general eco- 
nomic theory, 243. — The “index’’ and “deflating’’ methods, 244. — 
II. The relation between the economic quantities “production” and 
“national income,” 247. — III. The necessity of including the value 
factor in measures of physical production and the consequent short- 
comings of such a measure, 250.— IV. Other limitations of a measure 
of physical production, 257. — V. Conclusions, 261. 

THE utilization of production indexes must be pref- 
aced by a clear apprehension of their general import. 
An important step toward an understanding of the 
scope and meaning of the existing indexes will be gained 
if the doctrine of production presented in traditional 
economic theory is first taken as an orientation for an 
analysis of a conceptual measure of the physical volume 
of production. Our present problem is to inquire into 
the characteristics that a measure of the physical vol- 
ume of production, constructed from ideally extensive 
and accurate data, would have, if it were bottomed on 
the concept of production in economic theory; and fur- 
ther, to examine the logical adequacy of this and other 
basal concepts for such a measure. The “practical prob- 
lems’”’ in constructing a production index are not treated 
at all in this paper.! 

1. Perhaps the earliest production index ever devised is that by 
Neumann-Spallart. This index was a component of a measure of the 
“degré de bien-étre de l’ensemble de la société.’”” See Neumann-Spal- 
lart’s remarkable memoir, “Mesure des Variations de l’Etat Economique 
et Social des Peuples,’’ in the Bulletin de |’Institut International de 
Statistiques, vol. ii, pt. 1, (1887). Only the rationale of the methodology 


employed was expounded in this paper. The publication of the final 
results of the investigation, reserved for a later paper, was precluded by 
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I 


Since the days of J. B. Say, economists have generally 
held that the term “production” embraces not only the 
fashioning of commodities but as well the rendering of 
services which are not realized in tangible goods. The 
current conception of production finds the essence of the 
productive process to consist in the creation of utilities. 
But economists do not stop in their reasoning at this 
point. The criterion of creation of utilities does not ad- 
mit of any concrete applications, since there is no unit ! 
in terms of which the utility addenda of individual en- 
terprises or industries could be calculated and then 
aggregated to give a production total. If the reckoning, 


sudden death. Another early index of production, also a constituent 
part of a research in economic semiology, was presented by Armand 
Julin in a paper on ‘“‘The Economic Progress of Belgium from 1880 to 
1908,”’ which appeared in the Journal of the Royal Statistical Society, 
February, 1911. The indexes of both Neumann-Spallart and Julin 
were incidents in their attempts to measure “‘social welfare” (tho Julin 
formally disclaimed any such purpose). The indexes were based on very 
few series and had on the whole a rather primitive aspect. The first 
production index that covers an appreciable range of commodities is 
that by William E. Leonard, whose monograph; ‘An Index of Changes 
in Extractive Industries,” was published in the Journal of the American 
Statistical Association, September, 1913. An accelerated interest in and 
deyelopment of production statistics was one of the concomitants of 
the World War. This bore immediate fruit in the production index of 
Professor W. C. Mitchell. See “History of Prices During the War,” 
War Industries Bulletin, No. 1, pp. 44-46. In the establishment of this 
index, the technical problems of weighting and industry grouping were 
attacked for the first time in systematic fashion. Much more intensive 
and extensive in scope was the series of investigations of the measure- 
ment of production which Dr. E. E. Day commenced in 1920. His 
numerous contributions appeared in the Review of Economic Statistics 
between 1920 and 1924. More recently, with the aid of W. Thomas, he 
published ‘“‘The Growth of Manufactures 1899 to 1923” (U. 8. Census 
Bureau, Monograph No. 8). In the last few years numerous production 
indexes have been established both in this country and abroad, for 
which the researches of Dr. Day have been to a very large extent the 
inspiration. 

1. See, however, the interesting paper by Irving Fisher on “ A Statisti- 
cal Method for Measuring ‘Marginal Utility’ and Testing the Justice of 
a Progressive Income Tax,” in Economic Essays Contributed in Honor 
of John Bates Clark, ed. by J. H. Hollander. 
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however, is executed in pecuniary terms, a common basis 
for the host of varied products is had in the value unit. 
So economists — abstracting from the difficulty in 
which they would be involved if they attempted to apply 
their reasoning to a form of economic culture other than 
the exchange economy that is ours — hold that the 
creation of utility per se does not constitute an act of 
production, that only those activities are productive 
which result in valuable utilities, and correspondingly, 
that only valuable commodities and services are in- 
cluded in production. Professor Davenport, tho an ex- 
tremist in some parts of his theory of production, states 
a widely held position when he avers: ‘‘ Economic pro- 
duction is the bringing about of changes appropriate to 
command a price; it is the response to price-paying dis- 
position. Anything that meets this test is economic 
production. And nothing else is.’’ * 

Now a measure of the physical volume of production 
that is based on the ruling concept of production must 
comprise the aggregate output of valuable utilities. 
Therefore, when this criterion of production is taken, the 
productive contribution of a given enterprise or industry 
is measured by the value it adds to the materials that it 
works up or handles after proper deduction is made for 
maintenance and depreciation of equipment —i. e., by 
the “‘net output” in English, and ‘net value product” 
or “‘value added” * in American, statistical parlance.‘ 
And by the same token, the production aggregate of an 
economy is given by the total ‘‘net value product”’ of its 
industries, the term ‘‘industry” being used, of course, 

2. The Economics of Enterprise, p. 121. 

3. The term “value added,’’ as used in the present paper, is not the 
precise equivalent of the term used by the Census Bureau, for the latter 
body does not make any deduction for depreciation, repairs, and other 
wwe A. W. Flux, “ Report on the Census of Industrial Production,” 
Bulletin de l'Institut International de Statistique, xxii, pt. 2, 86-90. 
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in a very broad sense.® If such ‘‘net value product” 
aggregates are computed for a series of years, they will 
be comparable, with respect to the underlying physical 
quantities, only if the purchasing power of money re- 
mains unchanged. Such comparability, even if the 
value of money varies, can be attained by striking pro- 
duction aggregates in another fashion, that is, by the 
“index” method. This may be done without abandon- 
ing the concept of production expounded in general 
economic theory. If the aggregative formula is em- 
ployed, the physical quantities in each period will be 
weighted *° by the average “‘net value product”’ (i. e., 
“value added”’ per unit of production) appertaining to 
them in the designated base period, and these arithmetic 
products then aggregated.’ But perfect comparability 
of physical production aggregates will not be achieved 
by this method, inasmuch as the system of weights allo- 
cated to the physical quantities of the several time units 
will hold strictly for the base period only.* This will be 
the case because of “‘dynamic changes”’ in the economy: 
the introduction of new and disappearance of old prod- 
ucts,’ and fluctuations in the average ‘‘net value prod- 


5. However, it is difficult to set any precise limits. That “govern- 
ment”’ is to be classed as an “industry’’ for the present purpose will 
generally be conceded. But what about unpaid work of members of the 
household? And the unremunerated ministrations of individuals to 
their own “economic welfare’? See H. Davenport, Value and Distribu- 
tion, pp. 554-559; National Bureau of Economic Research, Income in 
the United States, i, 57-58; and E. Cannan, A Review of Economic 
Theory, pp. 45-53. 

6. Cf. W. C. Mitchell, Business Cycles: The Problem and its Setting, 
p. 320; W. Thomas, “Construction of an Index Number of Production,” 
Journal of the American Statistical Association, September, 1927, p. 324; 
F. G. Perry and A. G. Silverman, “A New Index of the Physical Volume 
of Canadian Business,” Ibid., June, 1929, p. 137. 

7. This is an “aggregative” and not an “aggregative average.” 

8. When the “base’’ for weighting covers several time units, the 
weights will not hold precisely for any one time unit of the index series. 

9. The three ‘inherent limitations” of a production index listed by 
Rowe — nonmeasurability of certain types of production, changes in the 
quality of output, and emergence of new industries — are really redu- 
cible to this one. See the latter’s ‘“‘An Index of the Physical Volume of 
Production,’”’ Economic Journal, June, 1927, pp. 174-175. 
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uct” of commodities and services. Tho ingenious 
crossing of weights may rectify the defective weighting 
in some part, it can never eliminate it entirely. Such 
limited comparability of physical production totals can 
also be achieved by adjusting ‘‘net value product”’ ag- 
gregates for changes in the price level. On grounds of 
convenience, this method may be termed the ‘‘deflat- 
ing” method. The deflating index will embrace the 
totality of production items, but it will not be, strictly 
speaking, a price index at all. The magnitude to be de- 
flated — the “‘net value product’”’ aggregate — is a com- 
posite of two generic elements: physical quantities, and 
average ‘‘net value products.” If a series of ‘“‘net value 
product” aggregates is to be adjusted with a view to 
achieving a measure of changes in the physical quanti- 
ties alone, an index of average ‘‘net value products”’ 
will have to be constructed. This index will resemble a 
price index, but it will be in reality an index of ‘‘price 
margins” of a specific sort. If the aggregative average 
is employed in the fashioning of such an index, the aver- 
age ‘‘net value products”’ of the several time units will 
be weighted by the physical quantities corresponding to 
them in the base period; these arithmetic products will 
then be totalled; and finally, the latter amount divided 
by the ‘‘net value product” aggregate of the base 
period.' A series of ‘“‘net value product” aggregates 
adjusted by such a “price” index will record the | 
changes in the physical volume of production with no 
greater accuracy than the production aggregates 
yielded by the ‘‘index” method; for in this case, as in 
the other, the weighting scheme will be of limited valid- 
ity only. Of course, in the base time unit, the “index” 


1. Of course, this will be the case only if a single time unit is taken as 
the base. If a number of time units are so taken, the divisor will be the 
average “net value product” aggregate per unit of the base interval. 
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and “‘deflating’’ methods will yield identical results. In 
other time units, the corrected ‘‘net value product” 
aggregates and the aggregates of weighted quantities 
will not, in general, be the same, tho the divergence be- 
tween them will probably be slight.? If Fisher’s ‘‘ideal”’ 
formula were employed in both the ‘‘index”’ and “‘deflat- 
ing”’ methods of measuring the physical volume of pro- 
duction, the two would lead to identical magnitudes (as 
pure numbers, of course) throughout.’ 


II 


‘The relation between the economic quantities ‘‘pro- 
duction” and ‘“‘national income”’ is a problem of some 
importance for a theory of the measurement of produc- 
tion. A brief explication of the nature of that relation, 
tho it may seem a digression from the main argument, 
may well be made at this point. 

A measure of production,‘ arrived at by aggregating 


2. As an incident of his recent study of national income (“The 
National Income and its Distribution,” National Bureau of Economic 
Research, Recent Economic Changes, vol. ii, chap. 12), Professor Cope- 
land compares, for major industry groups, relatives of deflated “net 
value product’’ with an index of production (p. 781 et seq.). His aim is 
to throw light on the productivity theory of distribution, tho he recog- 
nizes that dynamic factors render the analysis uncertain. But the de- 
flated “‘net value product”’ and an index of production are not independ- 
ent items; they are rather measures of what is conceptually the same 
magnitude. The disparity that Professor Copeland finds between the 
two measures registers no more than their statistical inadequacy. The 
sort of analysis that Professor Copeland attempts can be carried through 
for a single industry line; it can be extended to multiple industry lines 
only under certain conditions. These conditions are fully discussed at a 
later point. See infra, pp. 251-252. 

3. If the aggregative is used in the “‘index’”’ method, a measure of the 
physical volume of production, expressed in monetary terms, is ob- 
tained. If the “ideal’’ formula is used, only the relative movements of 
the volume of production are measured. This difference is largely a for- 
mal matter for time comparisons for a given country; it is of some 1m- 
portance for purposes of direct comparison among different countries. 

4. If the outlined method of measuring physical production is ob- 
served and if only a single time unit is involved, the numeric expression 
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the ‘‘net value products” of industry, is not — tho it 
may so appear at first thought — precisely tantamount 
to a measure of national income, at least as that term is 
employed in some recent authoritative investigations. 
In the fundamental studies by the National Bureau of 
(Economic Research, the term “national income” com- 
' prises the “‘net rental value of owned homes’’ and ‘‘in- 
terest on value of miscellaneous direct or consumption 
goods on hand”’ as well as the ‘‘net value product”’ of all 
industries (i. e., the money expression for the output of 
commodities and services). Inasmuch as “‘ production”’ 
signifies current economic activity, the “‘services’”’ of 
durable consumption goods cannot be included in the 
production aggregate. Hence, the numeric content of 
national income (as conceived by the National Bureau) 
exceeds that of production by the amount of value im- 
puted to the utility derived from durable consumption 
goods.*. In the study for the United Kingdom by Pro- 
fessor Bowley and Sir Josiah Stamp, the term ‘‘ national 
income” encompasses the volume of ‘“‘consumption and 
saving.” ’? A measure of national income so conceived 
will differ from a measure of production, in so far as ex- 
ports and imports for a given period,’ and stocks on 


for the “physical volume of production” will be the same as for the 
“pecuniary volume of production.”” The argument of this section is con- 
fined to a single time unit. Therefore, the phrase “measure of produc- 
tion” is employed without qualification. 

5. Income in the United States, i, 42-60, ii, 228, and Recent Economic 
Changes, ii, 757. 

6. Since in the estimates of the National Bureau no deduction is made 
for pensions and interest on public debt, measures of “production”’ and 
“national income”’ will differ further in this respect. (But see Income 
in the United States, ii, 12-13, 215-218.) Furthermore, in the most 
recent investigation of the National Bureau, the “net income from for- 
eign investment” is included in the reckoning of income. But interest on 
foreign investments is not part of the income produced in the given 
country (see Recent Economic Changes, ii, 812). 

7. The National Income — 1924, p. 41. 

8. For the present purpose, a disparity between exports and imports 
will arise if there is a net balance on the account of some of the “‘invisi- 
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hand at the beginning and end of the period, do not bal- 
ance precisely. All of which is merely to say, that if 
national income were defined as ‘“‘income produced,” 
“production” and ‘‘national income” would be identi- 
cal economic quantities) It is this concept that the 
Federal Trade Commission worked with in its report on 
National Wealth and Income, tho the formulated in- 
come concept was not employed very rigidly.® 

Of course, from a purely ratiocinative standpoint, the 
connotations of the term “national income” are legion.’ 
But it seems that the most suitable concept of national 
income for the purpose of measuring current “‘economic 
welfare”’ is ‘income actually consumed.” ? This magni- 
tude will be a measure, in so far as one can be achieved, 
of ‘‘psychic income.” It will be a pecuniary expression 
for the satisfactions derived during a given period “‘from 
the use during that period of consumptive and durative 
consumers’ goods and services.””* Ignoring the inclusion 
of a value imputed to the satisfactions yielded by dur- 
able consumers’ goods, this measure of national income 
\ ble’’ items on the international balance sheet — interest charges, immi- 
grant and tourist remittances (broadly interpreted), and indemnities. 
In so far as there is an inequality, other than that resulting from the 
failure of the above enumerated “‘invisible’’ items to balance, between 
exports and imports of commodities (gold included), and services, it will 
be evidenced by the net movement of foreign investments all sorts — 
i. €., savings abroad. 

9. See pp. 189-191 of this report. 

1. See e. g., Recent Economic Changes, op. cit., II, 757-766; A. L. 
Bowley, “The Definition of National Income,’”’ Economic Journal, 
March, 1922; J. C. Stamp, British Incomes and Property, pp. 415- 
422; L. N. Litoshenko, ‘National Income of the Soviet Union,’’ Quar- 
terly Journal of Economics, November, 1927, pp. 70-74. 

2. Cf. Recent Economic Changes, op. cit., II, 758-759. Professor 
Fisher would confine income to this meaning. See The Nature of Capital 
and Income, especially chaps. 7 and 14, and The Income Concept in the 
Light of Experience. (English reprint. The original appeared in vol. 
iii of the Wieser Festschrift, Die Wirtschafstheorie der Gegenwart.) 

3. E. E. Day, “The Measurement of Variatoins in the National In- 
come,” Journal of the American Statistical Association, March, 1921, 
p. 553. 
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ill be equivalent to a measure of production, as we have 
envisaged it, only if the quantities held in stock at the 
end of a given period are the same as at the beginning, if 
exports and imports balance precisely-and if capital 
equipment is neither augmented nor depleted (or, to be 
more general, if the (value) aggregate of stocks at the 
beginning of the given period + capital equipment at 
the time + imports during the period = stocks at the 
close of the period + capital equipment then + exports 
during the period). A measure of production akin to 
that of national income when construed as “‘income actu- 
ally consumed” can be had if the field of production is 
restricted to consumers’ goods and services. If durable 
consumption goods are ignored once more, a measure of 
production of final commodities and services will differ 
from that of “income actually consumed’’ to the extent 
of the disparity, with respect to consumers’ goods, be- 
tween exports and imports during, and stocks at the 
start and close of, the given period.‘ 


Ill 


It may be urged that the concept of production in 
economic theory runs in pecuniary terms, and that a 
measure of the physical volume of production that has 
this concept as its basis, which is the case in both the 


4. Marshall has argued that the distinction between ‘consumers’ 
goods’’ and “‘producers’ goods” is “‘vague and perhaps not of much 
practical use.’’ Using Menger’s terminology, he illustrates the unwieldi- 
ness of the generalized form of this distinction by this example: “If a 
railway train carries people on a pleasure excursion, also some tins of 
biscuits, and milling machinery and some machinery that is used for 
making milling machinery; then the train is at one and the same time a 
good of the first, second, third and fourth orders.’’ — Principles of Eco- 
nomics (8th ed.), pp. 64-65. Marshall’s objection to the distinction be- 
tween consumers’ and producers’ goods seems to rest on the ground that 
its employment for merely “taxonomic” purposes is of little value. The 
distinction gains significance, however, when it is used in the analysis of 
“economic welfare.” 
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‘“‘index”’ and ‘‘deflating” methods, is governed by the 
pecuniary factor to some extent; that in a measure of 
production so conceived, tho the one method builds 
directly on physical quantities and the other allows for 
changes in the price level — tho it purports, that is, to 
record changes in physical quantities alone, the value 
factor still plays a réle; for in the ‘“‘index”’ method, the 
physical quantities are weighted on a ‘‘value added” 
basis, and the components of the index yielded by the 
“deflating”? method are, in effect, similarly weighted. 
The stricture is valid; yet the value unit cannot be 
avoided since it forms the one usable common denomi- 
nator for the host of disparate production elements. 
Moreover, the inclusion of the value factor is implicit in 
any attempt to disentangle the quantity and price con- 
stituents (in generalized form) of composite value aggre- 
gates.° This whole question requires a somewhat deeper 
probing. 

The problem may be put in these terms: What cri- 
terion of production, other than the “‘net value prod- 
uct”’ one, can we employ as the logical foundation of a 
measure of the physical volume of production? This 
raises two fundamental points for consideration. First, 
should not an index of production be bottomed on a 
strict physical quantity concept of production? Second, 
in allocating weights to physical quantities, may not a 
departure from the dictates of the traditional theory of 
production lead to an improvement in the resultant in- 
dex of production? These questions are intimately 
allied. 

A concept of procuetinn sampling in. stset_phyaient 
quantity terms has only a very limited usefulness.| It 


can be used in the case of a single (and homogeneous) 
industrial line, but not, ordinarily, in the case of multi- 
5. See G. Haberler, Der Sinn der Indexzahlen, pp. 64-68. 
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ple industrial products. For example, the number of 
tons mined in the bituminous coal mining industry can 
be taken as a measure of the productive output of that 
industry. Such a series covering a number of years may 
or may not be concordant with the ‘‘net value product”’ 
figures. Yet in seeking a measure of the physical out- 
put for this industry, we may, and generally will, em- 
ploy the common sense concept of number of physical 
units turned out, rather than the criterion of ‘‘ value 
added.”’ But if we wish to ascertain the change in the 
physical volume of production of, let us say, the mining 
industry as a whole, a strict physical quantity concept of 
production becomes unmanageable. To be sure, it may 
be used in certain hypothetical cases, to wit, if the sev- 
eral branches of the industry show, as between two 
periods, a uniform increase or decrease, or uniformly an 
increase or decrease (in absolute or percentage terms). 
In these two cases (four, if you will), the ‘‘net value 
product” figures may be disregarded if they are not 
consilient with the physical output data, and the latter 
alone utilized in comparing the volume of production in 
the two periods. In the first case, the constant (abso- 
lute or percentage) increment evidenced by the several 
output series will serve as a measure of the change in the 
production of the industry; and in the second, some such 
expression as “‘there was an increased production in all 
divisions of the mining group”’ will convey the direction 
of change, while a statement such as ‘‘the increase for 
the mining industry varied from b per cent in the case of 
copper to k per cent for petroleum” will indicate, in 
some part, the degree of change as well. However, if any 
one of the several mining industries showed a decline, 
the question would at once arise whether the increases in 
the remaining industries more than counterbalanced this 
decline. A question of this sort cannot be answered by a 
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mere examination of the output figures, for the products 
of the several industries are incommensurable. The 
problem can only be resolved by first reducing the in- 
dividual products to homogeneous form and then com- 
bining them into a single numeric value — that is, by 
constructing an index number. The same problem will 
have to be faced if broad descriptive phrases, such as 
those summarizing the situation in the second of the 
above supposititious cases, are deemed unsatisfactory, 
and if a unitary numeric expression is wanted instead. 

If the products of several disparate industries are 
coadunated by the ‘‘index”’ method, the quantities will, 
needless to say, have to be weighted. But are weights to 
be imputed ° on the basis of value of output, net value 
product, number of wage-earners, amount of primary 
horsepower, or in some other way? Weighting factors 
determined by the criterion of value of output will be 
faulty, for the elaborative (especially the “finishing’’) 
industries will be overweighted and the extractive in- 
dustries underweighted. Weighting on the basis of 
number of wage-earners is also unsatisfactory, for tho 
the size of the working force varies directly, on the one 
hand, with the importance of the industry in the produc- 
tive system, it varies inversely, on the other, with the 
degree of mechanization.’ And amount of installed (or 
used) power reflects not only the ‘‘size’’ of the industry 
but as well its mechanization. The ‘‘value added”’ by 
an industry, however, is the precise measure of the pro- 


6. See E. E. Day, “An Index of the Physical Volume of Production,” 
Review of Economic Statistics, January, 1921, p. 19; E. E. Day and W. 
Thomas, The Growth of Manufactures, 1899-1923, United States 
Census Monographs, No. VIII, pp. 20, 27-30; W. Thomas, op. cit., pp. 
321, 324; J. Dessirier, ‘‘Essai de Détermination d’Indices Mensuels de 
la Production Industrielle en France,” Bulletin de la Statistique Géné- 
rale de la France, October, 1924, p. 93. 

7. Variations in the length of the working day are another complicat- 
ing factor. 
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ductive contribution of the industry, if productive con- 
tribution is taken in pecuniary terms; it also bears some 
relation to the underlying quantities of productive 
effort, tho the relation is an ever-shifting one. No 
weighting procedure, aside from the four just stated, has 
ever been seriously suggested. Taking things all in all, 
the ‘“‘net value product” appears to be the best avail- 
able criterion for weighting the individual physical 
quantities for the purpose of uniting them into an index 
figure. In working with the “‘index”’ method, the quan- 
tities will be weighted, of course, by the average ‘“‘net 
value product,” for otherwise the production aggre- 
gates would have a “‘bias”’ growing out of correlation 
between the quantities and weights. Clearly, however, 
regardless whether a fixed or variable set of weights is 
employed, the series of production indexes, tho pur- 
porting to measure change in physical output, will have 
been obtained with the aid of, and will, therefore, be 
conditioned by, pecuniary magnitudes. 

The observation that the employment of value 
weights tends to render somewhat uncertain any com- 
parisons of the successive magnitudes of a production 
index series is reinforced when one aspect of the meaning 
of figures of national income is considered. It has fre- 
quently been argued that the numeric value of the 
national income is not independent of the form of in- 
come distribution, that is, that the pecuniary statement 
of a constant physical “‘heap” constituting the ‘‘real”’ 
national income will vary (quite apart from monetary 
influences), in some way, with the curve of personal in- 
come distribution. Sir Josiah Stamp writes on this 
point as follows: 


If .. . we had a redistribution of existing capital wealth, socialis- 
tically, many services would alter in value; no physician would get 
differential fees for identical services. But it is a mistake to suppose 
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that the only change would be a reduction of certain values and 
therefore a reduction in the aggregate. Certain services would rise 
in value because of the wider effective demand. No one can say what 
the new equilibrium would be — it is an insoluble problem, because 
only “broken arcs” of the demand and supply curves are known to 
us.8 


To put it in general terms, the pecuniary magnitude of 
any one component of the national income is a function, 
in large part, of the magnitude of other components. 
Furthermore, the size of many personal incomes, again 
in pecuniary terms, depends in some measure on the 
magnitude of the ‘‘real”’ national income. Thus, in a 
‘“‘rich”’ country, ceteris paribus, the services of artists 
and entertainers will be remunerated on a higher scale 
than in a ‘‘poor” country. To give a trite illustration, a 
given “‘aggregate of literary output” will net authors 
a greater income in America than on the continent. For 
any comparisons of ‘‘real”’ national incomes, therefore, 
a caveat must be entered against ignoring either the 
forms of the frequency curves of income or their posi- 
tions on the income scale. The bearing of these several 
observations on the problem of measuring production 
should be clear. It was shown at an earlier point that 
when national income is construed as ‘income pro- 
duced,” it is tantamount to production, as that magni- 
tude is presented in this discussion. The want of pro- 
portionality, in a precise mathematical sense, between 
the numeric value of the national income and the physi- 
cal ‘‘heap”’ of income holds, therefore, as well for the 
production aggregate. And it is this consideration that 
throws additional light on the vulnerability of a meas- 
ure of the physical volume of production into the con- 
struction of which the value factor must needs enter, if 
what has been argued to be the most defensible method, 
logically, is employed. In so far as the curve of personal 


8. British Incomes and Property, pp. 419-420. 








————— 
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income distribution remains fairly constant — which is 
generally the case over short periods — the figures of a 
production index series, ceteris paribus, will be ‘‘suffi- 
ciently stable and homogeneous in component exchange 
values for all ordinary purposes.’ *® But the present 
point cannot be ignored in comparisons of production 
aggregates of periods or collectivities whose curves of in- 
come distribution are widely discrepant. 

It has already been pointed out that a strict physical 
quantity concept of production holds in the case of a 
single industrial product but breaks down where a num- 
ber of products are involved. The ‘“‘net value product” 
criterion of production may also break down under cer- 
tain conditions. Professor Bowley gives this example: 
“Tf a farmer sells a fleece when wool is dear, by the time 
the wool has been cleaned, combed, spun and woven 
and the cloth made into clothes and exposed for sale, the 
price of wool may have so fallen, or the effective demand 
for clothes so slackened, that the clothes are worth 
fewer currency notes than were paid for the fleece; are 
the services of the manufacturers and spinners of nega- 
tive value?’”’! This case shows conclusively that the 
‘net value product,’”’ when used as a measure of produc- 
tive contribution, may yield, at times, patently absurd 
results. If the term “‘industry” were used to denote in- 
dividual establishments rather than an ensemble of es- 
tablishments in the same field; if it referred to economic 
activities centering about unique commodities or ser- 
vices; if, further, the period of time contemplated were 
very short and the space narrowly circumscribed (in an 
economic sense); then, cases of a negative “‘net value 
product,” tho they would still constitute a very small 
proportion of the total, would all the same occur too 


9. Ibid., p. 420. 
1. The Definition of National Income, op. cit., p. 4. 
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often to make the employment of the “‘net value prod- 
uct”’ criterion any too comfortable either from a logical 
or technical standpoint. But when the term “industry” 
is used in a statistical sense — i. e., to cover a series of 
related productive activities in a sizable economic area, 
etc. — negative ‘‘net value products,” tho possible, will 
actually never appear. 


IV 


Tho the intrinsic shortcomings of a measure of the 
physical volume of production must be fully recognized, 
their practical importance should not be exaggerated. 
In the “‘index”’ method, in so far as the relative import- 
ance of individual industries (in terms of their average 
‘net value product’’) rémains tolerably stable, the fixed 
weight factors (in relative form) will apply to the suc- 
cessive time units of an index series with substantial 
accuracy. Also, in the case of fixed weights, the degree 
of conditioning of the successive magnitudes of the pro- 
duction index by the pecuniary factor will be constant; 
and the production index will reflect, therefore, with 
tolerable nicety, changes in physical quantities alone 
(i. e., when we ignore the fact that physical quantities 
enter the index along with their average ‘‘ net value prod- 
uct”). Further, where the number of production ele- 
ments is very large and internal changes of the produc- 
tion composite small, there will be a certain intrinsic 
stability in the results — that is to say, the final figures 
will be independent in large measure of the weights 
used.? 

The fixity of the pattern of production, however, is a 
fiction that can be accepted generally for short intervals 


2. For an experimental study of stability of results based on weights 
of periods separated by small intervals, see E. E. Day, ‘The Physical 
Volume of Production in the United States for 1922,” Review of Eco- 
nomic Statistics, July, 1923, p. 210. 
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only.* A production index will be, as a rule, an increas- 
ingly inadequate numeric statement of changes in the 
physical volume of production. as the period it covers 
becomes longer (this will be so even if cross weights are 
employed). The only method of index construction that 
will progressively take account of the continuous 
changes in the composition of the productive output is 
that of index splicing. But since each link of the chain 
series will be calculated from a distinct set of weights 
and products, the value and quantity elements will be 
more entangled than in the fixed base comparisons that 
we have implicitly assumed so far; and interperiod com- 
parisons (other than those of contiguous periods) will 
suffer further from this added ambiguity. 

Since “price” and “production” elements are 
(roughly speaking) uniformly coexistent,‘ it makes little 
difference whether it be said that price patterns change 
with the progress of the economy or that production 
patterns so change. The two mean pretty much the 
same thing and only the point of emphasis varies. Com- 
parisons of general price levels of distant periods are 
frequently considered to carry little significance because 
the price patterns of widely separated periods are so dis- 
crepant that only a small fraction of the number of 

3. “The selection of weights for the subjects in a rapidly developing 
economic situation such as that in Canada at the outset forced the view, 
not often enough explicitly recognized, that the making of index num- 
bers, for even binary comparisons, is an attempt to do as logically as pos- 
sible the illogical.” — Perry and Silverman, op. cit., p. 127. 

4. That this statement is not strictly accurate, the following considera- 
tions show. Unimproved land may have a “‘price,”’ tho it is in no sense a 
“product.” A harvesting machine is a “product’’ and has a “‘price,’’ 
but only a machine produced during a given year can figure in that year’s 
“production.” Then there is the case of a building improved during a 
given year; the “price”’ of the building will include its former value along 
with that of the improvement, but the improvement alone will be part of 
the “productive output” of the year:--The price pattern, then, covers — 


so to speak — a larger area than the production pattern. See in this con- 
nection, however, supra, p. 245, footnote 5. 
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prices (quite apart from limitations of data) can enter 
the price index.® Since “‘ price”’ and “‘ production” items 
are correlative, it may be held, on the same view, that 
long-time comparisons of indexes of physical volume of 
production are of equally limited significance. If that 
contention is valid, then one can hardly speak (except 
in the vaguest terms) of trends of general production 
and any inquiry into secular movements of general pro- 
duction will rest on an insecure logical foundation. It is 
important, therefore, that the point at hand be fully 
analyzed. 

That there is a close similarity between price and 
production indexes cannot be denied. Yet there is one 
important sense in which indexes of general prices and 
indexes of general production are not homologous. 
Conceptually, an index of prices is never anything but 
a measure of average price change& An index of produc- 
tion, on the contrary, may be conceived either as a 
measure of average production changes or else as a meas- 
ure of changes in the-aggregate of production. In so far 
as interest centers in an index of production for the light 
that it may throw on the development of the economy, 
or the progress of economic well-being, it will be con- 
ceived in the latter sense alone. And this is true, de- 
spite the fact that the index of production will, from a 
structural standpoint, be a measure of average produc- 
tion changes. Now, the essential difference in the status 
of price and production indexes, for purposes of long- 
time comparisons, can be brought out sharply if we 
resort to an extreme hypothetical illustration. Let us 
take two widely separated periods, / and n, and make the 
heroic assumption that no product available in / is 
available in n. Then it is obvious, neither the price 
levels nor the productive outputs of the two periods can 
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5. Cf. W. M. Persons, The Construction of Index Numbers, p. 87. 
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be compared directly. Both can be compared, however, 
by traversing a somewhat circuitous path — by em- 
ploying, that is, the data of the intermediate periods 
(2, 3,...m-1) in the fashioning of chain index series. 
But while a chain index in the case of prices records the 
shifting position of an average of price changes, it signi- 
fies in the case of production the movements of a physi- 
cal aggregate. The technical expedient of a chain index 
does not diminish the absurdity of comparing the price 
levels of two price groups that, qualitatively, are abso- 
lutely unlike one another. On the other hand, a com- 
parison of the productive outputs of the two periods has 
a real conceptual significance. For production aggre- 
gates, no matter how different in their internal composi- 
tion, have au fond an import in terms of economic satis- 
factions — present or future.® Or to put it differently, a 
production index series constitutes a tolerably good 
indicator of the progress of ‘economic welfare,” tho its 
employment for any such purpose must always be 
hedged about by numerous qualifications. To be sure, 
in order to achieve a comparison of the productive out- 
puts of any two periods, elaborate statistical adjust- 
ment must be practiced on the given quantity items. 
In the hypothetical example before us, which is but the 
logical extreme of distant temporal comparisons, such 
statistical manipulations must be especially extensive. 
That the requisite statistical conversion of the original 
output figures leaves the meaning of the resultant meas- 
ures of physical production somewhat ambiguous is a 
fact that has already been commented upon sufficiently. 
However, since a general production index refers to 
totals, it remains that its signification for remote com- 


6. If a utility calculus were available, periods 1 and n could be com- 
pared directly, and the resultant comparison would be devoid of am- 
biguity. See at this point J. B. Clark, Distribution of Wealth, chap. 
24. 
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parisons is distinctly clearer than that of a general price 
index, and that long-time comparisons of production 
indexes are admissible where such comparisons of price 
indexes may not be. 


V 


There are several conclusions to which the above 
analysis points. If a number of heterogeneous products 
are united to form a production index, a strict physical 
quantity concept of production cannot be employed 
(except in the supposititious case where all industries 
show a uniform increase or decrease). If the concept of 
production in general economic theory is observed, a 
measure of the pecuniary volume of production is given 
by the aggregate “‘net value product” of industry. A 
measure of the physical volume of production, bot- 
tomed on the traditional concept of production, can be 
achieved either by allocating average ‘‘net value prod- 
uct” weights to the physical quantities or else by de- 
flating ‘‘net value product” aggregates by a special 
“price” index. Weighting on the ‘‘net value product”’ 
basis is more defensible logically than any other, apart 
from the traditional theory of production. The ‘“‘net 
value product” criterion of production breaks down 
only when the term ‘‘industry”’ is used in a non-statisti- 
cal sense. Physical production aggregates of different 
periods or collectivities can never be perfectly compar- 
able, irrespective whether a fixed or variable weight sys- 
tem is employed in the construction of the production 
index. Measures of production and national income | 
will be identical only, if national income is defined as in- 
come produced. Finally, long-time comparisons of gen- 
eral production have greater plausibility than distant 
comparisons of general prices. 

One salient result of our analysis may be stated in an- 
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other way. Quite apart from the inadequacy of the 
statistical materials available for the construction of an 
index of the physical volume of production, such a meas- 
ure will have two fundamental limitations; first, the 
value factor will enter into the construction of such an 
index; second, the weighting scheme will not be thoroly 
satisfactory because of ‘‘dynamic changes” in the 
economy. Or, in short, a perfect measure of the physical 
volume of general production cannot be achieved even 
if we abstract from the limitations that are imposed on 
the task of measurement by vulnerable and incomplete 
statistics. 
ArTuurR F. Burns 
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CONTROL OF INVESTMENT versus CONTROL 
OF RETURN IN THE REGULATION OF 
NATURAL MONOPOLIES 


SUMMARY 


Introduction: “fair return on fair valuation’’ of properties of natural 
monopolies an economically unsound policy, since it affords unsatis- 
factory control of investment, 263.—I. Adherence to this policy based 
upon misinterpretation of monopoly as essentially a phenomenon of 
distribution, 265.—II. Two approaches to monopoly control, 267.— 
III. Superiority of ‘“regulated-investment” to “regulated-return’’ in 
control of under-invested simple monopoly, 273.—IV. Superiority of 
‘‘regulated-investment”’ in control of over-invested simple monopoly, 
277.—V. Discrimination as between different services supplied by a 
given monopoly reducible to same formula as that pertinent to simple 
monopoly, 282. 


THE main thesis of the present discussion will be that 
regulatory bodies, in attempting to control charges in 
such a way as to establish the competitive rate of return 
on the competitive value of public utility property, be- 
gin at the wrong end of the problem of controlling mo- 
nopoly. To illustrate the intention of our argument, we 
shall contend that if a regulatory body, such as the In- 
terstate Commerce Commission, should succeed in fixing 
the charges of a monopoly in such a way as not only to 
eliminate discrimination but also to make the property 
in the monopolized enterprise realize on its actual or re- 
production cost ! the same rate of return as is realized 
over the general field of competitive investment, the 

1. We shall observe presently that the regulatory policy which we 
defend, namely, that which would have as its primary object main- 
taining the proper investment in regulated industries, as related to in- 


vestment in other industries, would use reproduction cost as the basis of 
valuation. 
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regulation of the monopoly would none the less be, from 
an economic point of view, radically unsound. It would 
be based, at least tacitly, upon either or both of two un- 
tenable assumptions: first, that monopolization, altho 
it tends to confer an unusual advantage upon the mo- 
nopolist in the distribution of wealth, occasions no seri- 
ous disturbance to the apportionment of productive re- 
sources, or “investment,” over industries in general — 
that investment in a monopolized field, in relation to 
investment in other fields, is of approximately the proper 
amount; second, that making the rate of return to a 
monopoly conform with the general competitive rate 
also makes the output of the monopolized industry what 
it would be were the industry subject to freely competi- 
tive conditions. 

Such a policy of regulation would proceed from an im- 
portant confusion of thought concerning the essential 
meaning of monopoly and the leading economic objec- 
tion to it. This confusion, we submit, arises out of over- 
looking certain relationships between what we shall 
term for convenience ‘‘competitive production” and 
“competitive distribution.” If the nature of the con- 
fusion is made clear, it should appear that we must as- 
sume the volume of investment in a monopolized field to 
be either excessive or deficient, and that we are not 
justified in relying upon the direct control of return to 
eradicate the discrepancy. In other words, the unde- 
sirable effect of monopoly upon distribution can be over- 
come by regulating investment in such a way as to bring 
the productive aspect of the monopoly into conformity 
with the conditions of free competition; but the con- 
trary policy, or that of regulating the return, or distrib- 
utive aspect, of monopoly, should not be expected also 
to set up and maintain the proper investment in the 
monopolized field. 
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I. CompEetitivE PropuUCcTION AND COMPETITIVE 
DISTRIBUTION 


By ‘‘competitive production” we mean such an ap- 
portionment of productive resources as precludes the 
possibility of increasing the productivity of resources 
through their transfer from one employment to another. 
In general, it is fair to assume that such an apportion- 
ment would be the result of perfect competition, and 
that it is always tending strongly to be the result of 
actual competition. By ‘‘competitive distribution’ we 
mean such a distribution of economic product as causes 
the owners of resources to receive a share equal to the 
cost of producing the goods which they sell. Under per- 
fect competition, again, this would be the pattern of dis- 
tribution, since the apportionment and unit prices of 
resources would be such as to make selling price equal 
to cost in the case of every commodity produced. By 
contrast, monopolistic production implies that restric- 
tion of output makes the marginal productivity of re- 
sources higher in the monopolized industry than over the 
field of production as a whole; and monopolistic dis- 
tribution implies that the owners of resources used in the 
monopolized field receive a share greater than the cost 
of producing the monopolized commodity, since selling 
price is kept above cost. Perhaps the essential relations 
between the two categories may be clarified, however, 
by the following observations. 

The first pertains to a curious interpretation some- 
times put upon the term ‘‘monopoly.”’ The word is used 
to refer to any marked advantage possessed by an in- 
dividual in the matter of distribution. For instance, 
certain producers may be said to have lower costs be- 
cause they own exceptionally good land; and a condi- 
tion of monopoly is implied in the sense that competi- 
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tion is thereby prevented from distributing wealth ac- 
cording to personal sacrifice or merit. This interpreta- 
tion would seem to confuse rather than clarify the nature 
of monopoly and the leading economic objection to it. 
Monopoly is power to restrict output — to make supply 
smaller than it would be if additional resources could be 
freely devoted to the production of the commodity in 
question; and in general an entrepreneur may be said 
to possess a monopoly when he controls enough of the 
production of a given commodity to make restriction of 
output pay. Essentially, it is a phenomenon of produc- 
tion: it is a circumstance which occasions an improper 
apportionment of productive resources. Incidentally, 
it is a phenomenon of distribution — incidentally, since 
other factors also, and in particular private property, 
which do not interfere directly with the proper appor- 
tionment of resources,’ give rise to an advantage in dis- 
tribution. 

Second, the proposition that competitive production 
is desirable, but that competitive distribution needs 
substantial modification, is widely recognized both in 
our theory of taxation and in most discussions of eco- 
nomic reform and alternative systems of economic or- 
ganization.® 

Third, while competitive distribution would be se- 
cured by competitive production, and while competitive 
distribution might be modified without corresponding 
modification to competitive production, the dominant 


2. Indirectly, however, private property does interfere with that ap- 
portionment of resources which might be to the maximum social ad- 
vantage, since it gives to the wealthy unduly great preponderance in de- 
termining what is to be produced. 

3. For example, Professor Taylor devoted his presidential address 
before the American Economic Association last December to indicating 
how a socialist state might reduce unevenness of distribution without 
interfering with the essential outlines of competitive production. See 
American Economic Review, March, 1929. 
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policy of monopoly control tacitly adopts the further 
assumption — untenable, as we shall argue — that 
competitive production would be secured by securing 
competitive distribution. The “fair return on fair 
value” doctrine, unless it is based upon this assump- 
tion, must either ignore the relation between competi- 
tive production and competitive distribution or else 
suppose that enforcing competitive distribution with 
reference to monopolies would materially improve the 
existing distribution of wealth, and that this is the main 
object of regulation. 


II. Two ApproacHEes TO Monopoty CoNnTROL 


We proceed now to compare the probable merits of 
two plans of monopoly control — direct regulation of 
return on the one hand and direct regulation of invest- 
ment on the other — with reference to under-invested 
simple monopoly, over-invested simple monopoly, and 
monopoly which practises discrimination as among dif- 
ferent services which it produces. If a monopoly has 
been free, for some time after its formation, from public 
control, we may in general assume that it is under- 
invested; namely, that, in restricting output to advan- 
tage itself by monopoly price, it uses less productive 
power than would be used in the enterprise under ideal 
competition. If, however, a leading cause of monopoli- 
zation has been excessive investment, and the severity 
of competition which this is likely to engender, a mo- 
nopoly may still be over-invested, provided the imposi- 
tion of public control has not been long delayed. In 
comparing the two types of control with reference to 
each of these two situations in turn, the general argu- 
ment applicable to discrimination will have been 
brought to light. 
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A B Cc D E 
10 9 8 7 6 
9 8 7 6 

8 7 6 

7 6 

6 


To simplify the exposition, we may assume that an 
economic society has, in the order of their economic im- 
portance, just five industries— A, B, C, D, and E; 
that it has only one factor of production, L, the proper | 
apportionment of the total 15 units of which would be 
5 units to A, 4 to B, and so on; and that, under this 
apportionment, the value of L’s, as derived from their 
products, would be 6 each. A produces product P; B, 
product Q, etc. By the one productive factor, L, we wish 
to imply a composite of all factors; so that the figures 
represent average, rather than marginal, value-products. 
The meaning, then, of the declining value-product of L 
in any industry as the number of L’s devoted to that 
industry is increased, need be, for present purposes, 
nothing more complicated than this: that if only 1 unit 
of L were available, it should be devoted to A; that if 3 
units were available, the maximum value-product could 
be realized by devoting 2 of them to A and 1 to B; and 
so on. 

In order to give prominence to the nature of the argu- 
ment to be pursued, we may now assume a violent case 
of monopolization in industry A. A restricts the use of 
L’s from 5 to 1, ejecting 4 L’s into the competitive field, 
where they are spread out uniformly, 1 L being added to 
B, 1 toC, andsoon. Asa result, suppose that the value- 
product per L is now 10 in A and 5, or approximately the 
“competitive rate of return,”’ in other industries. As 
derived from productivity, the value of L’s is also 10 in 
A and 5 in the competitive field. What, now, is the prob- 
able effect of fixing the charges of A (the price of P) in 
such a way as to set the value-product of L at 5 in A? 
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It seems fair to assume that A, if it is limited to the 
competitive rate of return, has only an equal chance 
with other industries for the flow of investment.‘ The 
case is more or less analogous to that of a college which 
owns part of the housing facilities in a given market and 
which rents out its apartments, during a time of hous- 
ing shortage, at the prevailing rate of return on cost — 
a practice which would tend to cause additions to the 
supply of housing to be made less rapidly than if hous- 
ing accomodation were allowed to sell at its competitive 
value in the under-invested market. Given continued 
growth of all industries, the relative deficiency of A’s 
investment would tend to be reduced by impartial ad- 
ditions to the investment of all industries, and eventu- 
ally the discrepancy might become insignificant. But a 
policy of enforced competitive distribution and waiting 
for this slow and uncertain corrective would be objec- 
tionable in respects which will now be considered. 

While A is under-invested, P commands less than its 
actual unit value in the market. Hence uses in which P 
is worth no more than the controlled price have as good 
a chance to get it as have uses to which it is worth its 
actual competitive value, or more. The economic ob- 
jection, in this respect, is the same as that which applies 

4. The term “investment”’ is used, of course, in the sense of produc- 
tive resources. According to our simplified hypothesis, all investment is 
fluid — no distinction is made between “fixed capital’”’ and ‘working 
capital.” Taking this distinction into account would effect no essential 
change in the general outline of the argument. Under free competition, 
the tendency is for each individual industry to apportion fixed capital 
and working capital to each other in such a way as to make their pro- 
ductivity the same as over the field of production as a whole, and to 
work at the point of least cost. Under monopoly, the ratio between fixed 
capital and working capital would tend to be the same as under free 
competition, in order to work at least cost. This would tend to make the 
imputed physical productivity of the two varieties of capital the same 
as under competition, but, due to the higher price of the product, to 
make the value productivity of each type of capital higher under monop- 


oly than under competition. In any event, it is permissible to look upon 
all capital, in the long run, as fluid. 
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to fixing the price of any commodity below its competi- 
tive marginal demand price. If P is a production good, 
as in the case of much railway freight, the apportion- 
ment of P among its different possible productive uses 
is correspondingly faulty. 

However, since the demand for P exceeds the existing 
output at the controlled price, the question may be 
raised whether the clamor of buyers for additional sup- 
ply will not exert such pressure as will suffice to increase 
the investment of L’s in A to the proper amount. But 
there are two reasons for the conclusion that it would 
not be safe to rely upon such pressure. First, if it is fair 
to assume that the imposition of public control has been 
tardy, or that regulation has been slow in taking un- 
equivocally the form of enforced competitive distribu- 
tion, the tenure of unregulated or inadequately regu- 
lated monopoly will have left its own imprint upon the 
allocation of resources among different industries and 
localities, and the artificial equilibrium which it will have 
have established will now reflect itself in the demand for 
P. That is, in the long run the economic injury occa- 
sioned by another apportionment of resources than 
would be established by ideal competition is suffered 
by the uses, but not by the individual users, of resources. 
The case is not dissimilar to that of the immediate as 
compared with the long-time effects of imposing or in- 
creasing import duties. 

Second, the addition of supply may be checked before 
the proper reapportionment of resources is reached. To 
explain why this is true, however, it is necessary to com- 
plicate our original hypothesis by making the further 
assumption that part of the stock of L used by any in- 
dustry is in the form of relatively fixed equipment, or 
“fixed capital,” and another part in the form of rela- 
tively fluid production goods, or “working capital.” 




















CONTROL OF INVESTMENTS 271 


In the effort to enlarge the output of P, the working 
capital used in industry A will be increased, the fixed 
capital will be more intensively utilized, and the cost of 
production must sooner or later rise. But the increase in 
cost will tend to occasion an increase in the controlled 
price, and thus to check the demand for additional 
supply. Were it not regulated, A would tend of its own 
accord to maintain such a ratio between fixed capital 
and working capital as would keep operations from 
being pushed far beyond least cost. Under regulation, 
however, with an assured rate of return, A will be in- 
different about this matter. Hence the task of keeping 
proper proportions between fixed and working capital 
would devolve upon a regulatory body, which would 
lack the guidance that would be available were the re- 
turn not limited to the competitive rate; namely, the 
effect of different combining proportions upon the rate 
of return. In any event, a proper safeguard against this 
result would have to consist in some other expedient 
than that of reliance upon excess of demand over supply 
at the ruling controlled price. To prevent or counteract 
a rise of costs which would lead to an unduly great in- 
crease in the price of P, one of two conditions would 
need to be present: that A be subject to constant or 
decreasing cost, or that some other method be employed 
to increase investment in A. The former is, in general, 
ruled out by the assumption of under-investment. The 
latter calls attention to another weakness of enforced 
competitive distribution; namely, that this policy 
makes it difficult to ascertain the propriety or im- 
propriety of the existing volume of investment. 
Finally, if returns to an under-invested monopoly are 
arbitrarily limited to the general competitive rate, a 
strong appearance is created that investment in the in- 
dustry is already at the proper level. How, in fact, can 
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it be told, after regulation has been in force for some 
time, whether the former deficiency of investment has 
been aggravated or mitigated, or whether it may have 
just disappeared, or whether, possibly, it has been sup- 
planted by an excess of investment? 

To limit returns in A to the competitive rate, it would 
presumably be necessary to keep the price of P down 
to cost of production.. But this procedure is consistent 
with the proper apportionment of L’s only in case the 
apportionment is already such as to make the value of 
L’s equal in all uses, and such as to make the marginal 
demand price of each product equal to its marginal cost. 
But this is not the case with our under-invested in- 
dustry. Marginal demand — potentially, or apart from 
the arbitrarily low price set by regulation — is above 
marginal cost, and will continue to be above marginal 
cost until such an amount of investment has been trans- 
ferred from the competitive field to A as brings A’s in- 
vestment into proper relation with that of competitive 
industries.* A price fixed at cost, in the case of the prod- 
uct of an under-invested monopoly, does not furnish a 
reliable indication of what the marginal demand price 
would be in the absence of price-fixing, and for that 
reason it fails to furnish trustworthy information as to 
the extent of the deficiency of investment in the regu- 
lated field. On the contrary, it tends to obscure the 
nature, if not to conceal the very existence, of the prob- 
lem of apportionment. Throughout discussions of 
‘fair value and fair return,” references to ‘attracting 
capital” to the regulated field typically imply the at- 
traction of such capital as may be necessary to techno- 
logical efficiency at approximately the existing economic 
equilibrium, and not to the proper apportionment of 


5. Or until A has predominated sufficiently over other industries in 
securing to itself net additions to society’s total supply of L’s. 
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resources over the field of production as a whole. 
Further, when rate of return is dispensed with as a guide 
to apportionment, as is done when the rate is arbi- 
trarily limited, evidently only a technological guide to 
apportionment remains; namely, the number of units 
of P that are demanded, but are not supplied, at the con- 
trolled price of P. Such a guide is inadequate, in that 
it fails to enlighten the regulatory body as to the shapes 
of the demand and cost schedules of P, and, therefore, 
as to the approximately proper amount of investment 
in the field. 
III. Proposep New ApproacH 

The purpose of the present paper is to suggest in 
essential outline — to put forward rather as an ap- 
proach to the problem than as a definite program for it8 
solution — an alternative expedient. 

If enforced competitive distribution not only fails to 
correct under-investment in a regulated industry, but 
also obscures the fact that investment is improperly ap- 
portioned over the whole field of production, and af- 
fords, at best, an ambiguous guide to correction, it 
seems a fair conclusion that, apart from the problem of 
“‘vested interests” in the existing apportionment, any 
practicable scheme of regulation which would obviate 
these defects would be preferable to the plan which now 
receives popular and official sanction. Its distinctive 
characteristic would consist in the direct regulation of 
investment in monopolies subject to public control. The 
regulated-return plan tactitly assumes that the volume of 
investment in the regulated field is already correct. The 
alternative, which we may now refer to as the regulated- 
investment plan,® assumes the contrary. It assumes that 
the industry subject to regulation, since it is in some 


6. As will be noted presently, the regulated-investment plan would 
also establish the competitive rate of return. 
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degree monopolistic, carries either deficient or super- 
fluous investment, in relation to other industries. De- 
ferring the case of industries which have become mo- 
nopolistic largely because of excessive investment, we 
may continue with our hypothetical case of the under- 
invested monopoly, A. 

On the understanding that the regulatory body will 
exact technological efficiency from A,— that it will not, 
for example, allow A to avail itself of the possibility of 
gain through neglect to utilize all of its facilities effica- 
ciously,’ — the extent of the deficiency of A’s invest- 
ment could be determined by allowing the price of its 
product, P, and hence A’s rate of return,® to be above 
the competitive-return price and return. The plan may 
first be stated in its simplest and most radical form, to 
which qualifications will be introduced presently. Let 
the price of P be determined by competitive bidding. 
The price of P, and with it the value-product of L, or 
the “rate of return,” will therefore be above that which 
would be fixed by the regulated-return plan. Accord- 
ingly, the rate of return in A will serve as an index of 
the deficiency of investment in A — it will be “unfair” 
but nevertheless quite ‘‘reasonable.’’ Now induce fixed 
capital into A until the output of P is such as to bring 
the rate of return on the reproduction cost of its fixed 
plant down to the competitive level — the same level 
which would be reached, altho with deficient invest- 
ment, by the regulated-return plan. 


7. This would be possible, especially, where the demand for P is rela- 
tively inelastic. Even ‘technological’ efficiency, however, is difficult 
to divorce from economic considerations. A proper standard of such 
efficiency would evidently be such an intensity of utilization of A’s fixed 
capital as would push operations to, but not beyond, least cost, it being 
assumed that this was done without technological waste. 

8. “Hence”: that is to say, the regulatory body would not insist 
upon a price so high that it would decrease A’s return. This point is 
touched upon later. 
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In this way, competitive distribution would be se- 
cured without violence to competitive production. 
However, the regulated-investment plan would hardly 
attain its end without some qualification with reference 
to the holders of corporate shares in A, and the pur- 
chasers of P. The object would be to prevent the former 
from enjoying an unearned increment, and the latter 
from suffering an undeserved loss, until the plan had 
fully accomplished its objects. Since the return to 
shareholders would tend to be influenced by the price 
of P, we may consider first the price of P. 

Altho it has been suggested above that the determina- 
tion of the price of P might be left to the competition of 
purchasers, it is likely that the following considerations 
would lead the regulatory body to retain control over 
the price of P: first, preventing immediate injustice to 
buyers of P; second, avoiding the violence of the 
wrench that would be given to established economic 
relations if free rein were given to the rise of the price to 
the competitive value of the product; third, utilizing 
the price of P and the value-product of L as a guide to 
determining the proper investment in A. The implica- 
tions of the first two considerations are clear without 
discussion. The third presents two aspects, the latter 
of which is probably the more important. First, A, in 
view of the avowed public policy of following rate of 
return as a guide to increasing investment, might, if left 
to itself, under-charge for P in order to create an under- 
estimate of the additional investment needed in A. In 
the absence of regulation, this would be an unprofitable 
expedient; but it might prove profitable, in the long 
run, under the operation of the regulated-investment 
plan. Second, by raising the price of P slowly, the 
regulatory body would be given data on the shapes of 
the demand and cost schedule of P, and such data 
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would serve as a guide to the amount of investment 
needed in A. 

If, at the time when the regulated-investment plan is 
put into operation, A is already subject to the regulated- 
return plan, the treatment of A’s shareholders presents 
no additional serious issue. Under the regulated-return 
plan, the object is to establish and maintain approxi- 
mate equality between the cost of the plant and its 
capitalization, and to maintain the return on that capi- 
talization at the general competitive level. Under the 
regulated-investment plan, the object would be to es- 
tablish and maintain approximate equality between the 
actual value of the plant, as derived from its value- 
product, and its capitalization, but, until such time as 
the capitalization became as great as the value set by 
the full competitive value of P, to let the competition for 
P raise the return on the capitalization as much above 
the general competitive level as seemed desirable in view 
of the rapidity with which the regulatory body sought 
to eradicate the deficiency of investment in A. Without 
attempting to enter into details, the following outline 
of the plan may be suggested. 

Suppose that the general level of return to comparable 
competitive investments is 6 per cent, and that, in view 
of the price of P, the return to A is 9 per cent. Then pay 
A’s shareholders about 6 per cent, or perhaps a little 
more, increase the capitalization, and invest the pro- 
ceeds of the sale of additional securities, together, possi- 
bly, with the extra 3 per cent not paid to shareholders, in 
additional facilities for A. Since the holders of both the 
old and the new shares are treated fairly, there is no in- 
jury to legitimate vested interests, provided the rate of 
return is made reasonably certain in advance — as cer- 
tain, for example, as it is in comparable competitive 
investments or in industries subjected to the regulated- 
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return plan. The reproduction-cost of A’s plant and the 
capitalization of A move pari passu with the increase 
of investment, and with each step the rate of return in 
A approaches more closely to the conditions of competi- 
tive distribution. At each step, the regulatory body may 
be guided, in readjusting the controlled price of P, not 
only by the existing relationships between the existing 
cost and demand of P but also by all of its past experi- 
ence concerning such cost and demand. The guide will 
involve difficulty and expense, but it will be superior to 
the regulated-return plan, which virtually ignores the 
problem of the propriety or impropriety of the existing 
volume of investment in A. 

We may next consider the operation of the two plans 
of control in connection with an over-invested simple 
monopoly. 

IV. OvER-INVESTMENT 


It is generally agreed that over-investment in rela- 
tively fixed plant may be an important contributory 
cause of monopoly. It tends to occasion a chronic con- 
dition of decreasing cost, which, especially if fixed and 
variable costs are difficult to ascertain, leads to com- 
petition so severe as to be self-destructive. The classic 
example has long been American railways. When 
monopoly is entered upon largely for the purpose of 
avoiding ruinous competition, a monopolized industry 
may thus be over-invested — altho the likelihood of its 
being so decreases the longer public control is delayed, 
and the extent of excess investment tends to be exag- 
gerated by regard for losses arising out of sales made 
below total cost of production. At the present point, 
then, we shall undertake to compare the probable merits 
of the regulated-return and the regulated-investment 
plans of public regulation with reference to such a mo- 
nopoly. 
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Resuming our arithmetical illustration of a situation 
in which the proper apportionment of L’s would make 
the value-product of L’s 6 in all enterprises, we may 
now suppose that 4 L’s which should be used in the non- 
regulated field have been transferred to A, making the 
value-product per L 2 in A and 7 in the outside field. 
This condition is followed by a monopoly arrangement 
among the various firms in A.° 

Under the regulated-return plan, the 9 L’s used in A 
are arbitrarily assigned a value of 7 each, altho their 
value-product is only 2 each, and the regulatory body 
attempts to fix the price of P in such a way as to force 
the value-product up to 7. The question is whether this 
policy will probably succeed in raising A’s rate of return 
to the competitive level, and, in doing so, also in reduc- 
ing A’s investment to the proper amount and keeping 
it there. Whether it. succeeds or fails in accomplishing 
the former object, it must be condemned as an economi- 
cally unsound policy of monopoly control unless it ac- 
complishes the latter object. Further, the regulated- 
investment plan, if it would accomplish both objects 
more simply and certainly, would still be preferable to 
the regulated-return plan. 

In order to increase A’s rate of return, the regulatory 
body will need to raise the price of P. This statement, 
the truth of which is not self-evident, requires an ex- 
planation which is essential to the ensuing argument. 
Since regulation intervenes shortly after a time of cut- 
throat competition, it is proper to assume that the com- 
peting firms will have been utilizing their plants at a 
product price below the point of intersection of the cost 

9. The glaring character of the misapportionment arises out of the 
smallness of the number of industries and of the available units of L, 
but the illustration will be thereby simplified and the condition referred 


to made the more conspicuous. In reality, monopoly would be sought 
long before the discrepancy became so pronounced. 
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and demand schedules. Further, we must suppose that 
the elasticity of demand for units of P bought from any 
particular firm is not far from the same as the elasticity 
of demand for P asa whole. To be sure, if any particular 
firm could have enjoyed the prerogative of price-cutting 
without an indulgence of a similar privilege by other 
firms, the elasticity of demand for P bought from this 
solitary price-cutter would be much greater than the 
elasticity of demand for P as a whole. Theoretically, 
it might approach closely to the horizontal demand 
schedule, for the reason that a relatively small price 
cut by this firm might occasion a shift to it of most or 
all of the demand erstwhile enjoyed by other firms. In 
such an event, the demand schedule of this firm, read 
from left to right, might intersect the cost schedule 
from below, and, until some time after the point of 
least cost was passed, be above the cost schedule. Ac- 
cordingly, within limits set by the shape of the cost 
schedule, the firm could increase its return by lowering, 
rather than raising, the price of P. 

But, since the answer to price-cutting by one firm is 
similar cutting by other firms, the elasticity of demand 
of one firm will be much less than was just indicated: 
the elasticity of demand for units of P will be approxi- 
mately the same for each seller; namely, about equal to 
the elasticity of demand for P as a whole. Consequently, 
the demand schedule of every firm, and of the industry 
as a whole, will, read from left to right, interesect the 
cost schedule from above. Therefore losses may be re- 
duced by raising the price of P, and some positive rate 
of return can be secured to A by raising the price of P 
above the unit cost of the output saleable at the con- 
trolled price. We may now raise the question whether 
A might be given the competitive rate of return on the 
reproduction-cost value of its plant without reducing 
that plant to its economically proper proportions. 
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An affirmative answer is quite defensible. The regu- 
latory body might go through the motions of insisting 
upon full operation of the existing plant, but it could 
hardly go further than empty gestures, in view of the 
policy of raising the price of P: buyers would take only 
so much of P as was worth its price to them. Further, 
the price might be set high enough to yield the com- 
petitive rate of return on the full amount of investment, 
despite incomplete utilization of plant, just as it may 
pay a monopoly to purchase plants for dismantling or 
disuse in order to raise prices. The price would be, in 
reality, closely analogous to monopoly price, since it 
would be accomplished by restriction of sale and almost 
certainly by restriction of output.’ 

Thus the regulatory body, in its efforts to accomplish 
its primary object of securing a “‘fair rate of return on a 
fair valuation,” would be faced squarely with this alter- 
native. On the one hand, it could raise the price of P 
enough to secure such a rate of return, wink or nod at 
incomplete utilization of existing plant, and assuage 
buyers with the argument that a lower price would im- 
pair the service and, by excluding capital from the 
business, lead sooner or later to an even higher price! 
Or, on the other hand, it could set itself frankly to the 
task of decreasing the investment. 

The effort to carry the latter policy into effect by the 
application of the regulated-return plan of control 
would consist, in essence, in an attempt to solve an 
economic problem primarily by technological considera- 
tions. It would encounter much the same difficulty as 


1. This is substantially Pigou’s case of simple monopoly with unre- 
stricted entry into the field. The experience of German cartels, especi- 
ally in potash, would seem sufficient evidence that such a price can be 
maintained on the product of an over-invested monopoly as will enable 
the monopoly to realize the general competitive rate of return, or higher, 
on all of its investment. 
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that inherent in Veblen’s plan of substituting ‘‘indus- 
trial” for ‘‘ pecuniary” guidance of production: in terms 
of exchange value, it would not know what it was doing 
or what it had done. If the general competitive rate of 
return were secured to A, what index would there be to 
the superfluity of investment? Evidently, as just inti- 
mated, only the technological index of under-utilization 
of plant. The burden of proof is on defenders of the 
regulated-return plan to present a case for the conclu- 
sion that it is economically as efficacious to estimate 
technologically the economic effects of faulty economics 
and technology as it is to estimate the same effects in 
economic terms. The general nature of the latter pro- 
cedure may now be indicated. 

In unqualified form, the regulated-investment plan 
for dealing with over-investment would be this. Re- 
quire full utilization of existing plant, let the price of P 
be fixed by competitive bidding, and, via maintenance 
and replacement policy, decrease investment, together 
with capitalization, in accordance with the pecuniary 
results. Assuming that the regulated-return plan has 
been in operation, and that the regulated-investment 
plan is now substituted for it in the public interest, reim- 
burse out of public funds all legitimate vested interests, 
and particularly A’s shareholders, for any losses they 
may have suffered. When so much productive power 
has been transferred from A to other industries as 
makes returns on reproduction-cost of properties equal, 
competitive distribution will have been secured in secur- 
ing competitive production. 

As in the case of under-investment, however, it is 
probable that a gradual would be preferable to a rapid 
readjustment. By retaining control of the price of P, 
and lowering it more or less slowly, a severe shock 
would be avoided. Further, useful information would 
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be afforded as to the elasticity of demand for P, and as 
to the effect of a given contraction of investment upon 
unit cost. With such data on the shapes of the demand 
and cost schedules, a regulatory body would possess a 
reasonably reliable economic guide telling it how far to go. 


V. DiscrIMINATION 


Thus far the argument has dealt with a monopoly 
assumed to produce a single commodity, and it has 
been supposed that no price discrimination exists as 
among the different buyers or units of the commodity. 
There will be a convenience in considering discrimina- 
tion in connection with a single commodity before the 
case of discrimination in connection with two or more 
commodities is raised. 

In the absence of public control, discrimination 
would probably be more favorable than simple monop- 
oly, but less favorable than simple competition, to the 
public interest in reaching the ends of competitive pro- 
duction; namely, the ideal apportionment of resources 
over the whole field of production.? On the other hand, 
discrimination would tend to be less favorable than 
simple monopoly, and much less favorable than simple 
competition, to the public interest in reaching the ends 
of competitive distribution.* But since the object of 
public control is to establish and maintain both com- 
petitive production and competitive distribution, it 
must be supposed that the object is to secure the con- 

2. Cf. A. C. Pigou, The Economics of Welfare, pt. 2. 

3. A moment’s consideration of Pigou’s “discrimination of the first 
degree”’ will disclose the reason for this conclusion: under both simple 
and discriminating monopoly, some of the commodity is sold above mar- 


ginal cost, but in the case of discriminating monopoly the volume of 
sales above marginal cost is greater. 
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ditions of simple competition, not those of discriminat- 
ing monopoly.‘ 

Where two or more commodities are involved in dis- 
crimination, the economic implications of discrimina- 
tion depend somewhat upon the causes giving rise to it. 
Thus if we are dealing with American railways, the main 
occasion for discrimination seems to be the sale of a 
monopolized commodity above total cost and the com- 
petitive sale of another commodity below total cost. In 
economic terms, such discrimination refers to discrepan- 
cies between sale prices and unit costs. If a given com- 
modity sells for more than its marginal cost, the use of 
that commodity is the victim of discrimination, just as 
such a use is the beneficiary of discrimination if the 
commodity sells at less than its unit cost. If two com- 
modities are produced at joint cost, prices determined 
by relative demand tend to obviate discrimination, 
since they tend to establish equality between total re- 
ceipts and total joint costs for the two commodities. 
In this connection, we should have no criterion of dis- 
crimination unless we compared one “‘set”’ of joint cost 
goods with another set. Thus if one set sold above and 
the other below joint cost, the use of the former would 
suffer and the use of the latter would gain on account 
of discrimination. We refer to the uses of commodities, 
rather than to buyers, since when the new economic 

4, How strongly the emphasis falls upon distribution in discussions of 
the control of monopoly is evidenced by the popularity enjoyed by 
“actual cost’’ as a basis for the valuation of monopoly property. To be 
sure, if the problem of the apportionment of resources over the whole 
field of production is to be evaded, then it is reasonable to suppose that, 
during periods of rising prices, a valuation based upon “actual invest- 
ment honestly and prudently made”’ would be superior to a valuation 
based upon “‘reproduction cost less depreciation” as a means of reducing 
the rate of return toa monopoly. But if the object of public regulation 
is to establish and maintain the proper investment in a monopolized 


field, it should be clear that actual cost is inferior to reproduction cost 
as a basis of valuation. 
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equilibrium, as influenced by discrimination, has become 
established, there is no further injury to individuals as 
such.® 

It follows that the objection to discrimination, stated 
in these terms, is that it causes too little or too much of 
some commodities to be produced and used, as related 
to other commodities. The objection consists in the dis- 
tortion imparted to the apportionment of productive 
power. But this means that the objection is the same 
in character as that which is properly to be urged against 
simple monopoly. As related to each other, a commod- 
ity which is discriminated against is under-invested, and 
a commodity favored by discrimination is over-invested, 
just as under simple monopoly an under-invested in- 
dustry as a whole is prejudiced by discrimination and 
an over-invested industry as a whole is favored by dis- 
crimination. Thus it is in a sense misleading to speak 
of a simple monopoly, if it is related to the field of pro- 
duction as a whole, as ‘“‘non-discriminatory.”’ Since this 
is the case, the relative merits of regulated-return and 
regulated-investment would seem to be substantially 
the same with reference to remedying discrimination as 
with reference to remedying over-investment and under- 
investment in connection with simple monopoly. In 
the case of a monopoly selling several commodities at 
discriminatory prices, the object of public control 
should be to get rid of discrimination by making prices 
conform with marginal costs. Given an adequate system 
of cost accounting as an ally, we submit, for the same 
general reasons as those already put forward in con- 
nection with over-invested and under-invested simple 

5. This not to deny that any change in discrimination would injure 
individuals as such. By analogy, in the long run high protective duties 
on our manufactures discriminate against the use of farm products but 


not against individual land-owners, altho a given upward revision of 
duties has the immediate effect of injuring individual land-owners. 
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monopoly, that the appropriate method of doing this 
would be one which would involve reliance upon the 
value-products of resources used in producing the dif- 
ferent commodities as a guide to determining the extent 
to which the production of such commodities should be 
expanded or contracted. 

In other words, the problem of discrimination, in the 
sense of relative deviations from marginal costs in the 
scheme of charges, is but a subdivision of the problem of 
simple monopoly; and, conversely, the problem of 
simple monopoly is but a magnified case of the problem 
of discrimination.’ In both cases, the proper remedy is 


6. This, in fact, is the reason that Pigou’s first-degree discrimination 
would not disturb the conditions of competitive production. 


the one which will, with the greatest simplicity and cer- 
tainty, establish and maintain the conditions of both 
competitive production and competitive distribution. It 
follows, if we have been correct in our analysis of the two 
plans of control with reference to simple monopoly, that 
the regulated-investment plan is decidedly superior to 
the regulated-return plan in the control of discrimina- 
tion. Our argument leads us directly to this final con- 
clusion: to avoid the ambiguity of a technological guide 
to the solution of an economic problem, employ the 
regulated-investment plan of control to reduce dis- 
criminating monopoly to the conditions of simple mo- 
nopoly, and use the same plan to reduce the operation 
of simple monopoly to the conditions of both competi- 
tive production and competitive distribution. 


Bruce W. Knicut 
DartTMouTH COLLEGE 
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SUMMARY 


Public works the most flexible of the major public expenditures, 286. 
—Relief works, 287.—Mr. Hawtrey’s objection to long-range planning 
of public works as a remedy, 289.—Professor Cassel’s argument, 291. 
—Other arguments, 292.—Qualitative limitations to the plan, 293.— 
Quantitative limitations, 295.—Shifting of public construction may in- 
crease industrial fluctuations, 297.—Administrative obstacles to an 
ideal allocation of public contracts, 301.—The problem of coérdination, 
302.—Technical obstacles, 305.—Economic obstacles (1) due to un- 
predictability of business; 308 (2) due to uncertainty as to effect of 
remedial measures, 313.—Conclusion, 318. 

THE main lever with which public authorities can 
operate on business fluctuations is to be found in their 
policy of expenditures. Among the expenditures, those 
regularly recurring cannot be greatly increased or de- 
creased. The amounts disbursed in the form of wages 
and salaries can scarcely be expanded in times of de- 
pression except under quite unusual circumstances. The 
sums used for the purchase of materials are somewhat 
more elastic, since the authorities can permit themselves 
some latitude in determining the quantity of their pur- 
chases at any given point of time. This latitude cannot 
be considerable, however, and the extent of the pur- 
chases is not sufficient to exercise an appreciable influ- 
ence on business conditions. The public expenditures 
which are both of sufficient magnitude and of sufficient 
elasticity to warrant the hope that they may be success- 
fully used to counteract changes in business conditions 
are those destined to provide for the future needs of the 
community — expenditures for public works. It is on 
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such items, therefore, that the attention of students 
interested in the problem of alleviating or eliminating 
business fluctuations has been focused. The purpose of 
the following investigation is, first, to ascertain whether 
or not this device — constructing public works with a 
view to making them dovetail with business conditions 
— may be considered sound on general principles; 
further, to determine what its limitations are, on the 
assumption that it is feasible to distribute public works 
in such a manner as to give them the greatest possible 
effectiveness in counteracting business fluctuations; 
and, finally, to consider the obstacles which stand in the 
way of this ideal allocation of public works. 

The customary practice hitherto has been to con- 
struct public works when the need for them arose or 
became urgent. Since the facilities provided by the 
public works already in existence have been most se- 
verely taxed in periods of business prosperity, and since, 
moreover, expectations concerning the future trend of 
economic affairs have been most optimistic in these 
times, the result has been, on the whole, to make ex- 
pansions and contractions of public works coincide with 
expansions and contractions of general business activity 
or follow them with a short lag.1 As a rule more public 
works have been constructed in times of prosperity 
than in times of depression. The practice has been 
universally condemned for this very reason. It has 


1. Statistical investigations on this score are still scarce; those that 
have been made confirm our statement. I mention the following: Paul 
Bramstedt’s investigation on the total expenditures for construction of 
43 German cities (excluding Berlin) during the period 1894-1912 (Soziale 
Praxis, xxii, 387 et seq.); the study by Arthur L. Bowley and F. D. 
Stuart on the total expenditures for public works in England during the 
period 1906-13 in relation to national unemployment (Is Unemploy- 
ment Inevitable? [London, 1924], pt. 4); finally, F. G. Dickinson, 
Public Construction and Cyclical Unemployemnt, Annals of the Ameri- 
can Academy of Political and Social Science (cxxxix, 175-209), where a 
study is made covering the years 1919 to 1925. 
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been charged with widening the amplitude of business 
fluctuations by resulting in a competition for men and 
materials between public and private undertakings in 
times of prosperity and in a withholding of government 
orders during depression.? 

Tho public authorities have shown hitherto little con- 
cern about business conditions in the execution of their 
building programs, they could not well ignore the large 
increase in unemployment which regularly took place 
during business depressions. Their standard device in 
trying to alleviate this unemployment has consisted in 
having recourse to so-called relief works, i. e., to set up 
some kind of public undertaking, the primary object 
being to furnish the largest amount of work for the un- 
employed with the smallest possible outlay of capital, 
the utility of the work undertaken being regarded as a 
minor consideration. This practice has also been con- 
demned with a unanimity rare among economists, 
mainly on the grounds that the works thus improvised 
are able to absorb only a small percentage of the unem- 
ployed, that their cost is very high on account of the 
inefficiency of workers unaccustomed to their tasks, 
that in many, even in most cases, they demoralize 
workers by paying them wages higher than those they 
have earned and, finally, that the work thus performed 
is, as a rule, of questionable use to the community.* 

While the traditional policy of governments with re- 
gard to public works and with regard to unemployment 
has thus met with universal rejection, the alternative 

2. Cf. Report of the President’s Conference on Unemployment 
(Washington: Government Printing Office, 1921), pp. 96, 97. 

3. Cf. W. H. Beveridge, Unemployment. A Problem of Industry 
(London, 1921), pp. 191 et seq. 

The validity of these criticisms has been again amply demonstrated 
by the experience with relief works in England after the war. Cf. 


Ronald C. Davison, The Unemployed. Old Policies and New (London, 
1299), pp. 51 et seq. 
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offered for it, which is the long-range planning of public 
works to assure their flexible distribution, has not been 
universally accepted as an effective instrument for the 
promotion of business stability. There are, in the main, 
three objections which have been raised against this 
scheme. 

The first objection— voiced by Mr. Hawtrey ‘— is to | 
the effect that the best way to overcome depression 
consists in lowering the bank rate to a level which would 
make an expansion in the scale of activities attractive 
to the business public. An expansion of public works is 
not equally effective for this purpose. The public loans 
floated for the financing of the new undertakings are 
likely to do no more than displace private borrowings 
and thereby reduce private employment. If accom- 
panied by the creation of new credits, expenditures on 
public works would, indeed, create additional employ- 
ment, but then a creation of new credits without an in- 
crease in public construction would be equally effective 
in obtaining this result. 

Mr. Hawtrey’s reasoning holds true in the long run; 
its weakness lies precisely in disregarding the time ele- 
ment. It may be true that in the end a reduction of in- 
terest rates will ‘‘melt any depression,” but the end is 
frequently pretty far off. It takes time, and sometimes 
a considerable period of time, before the volume of 
business activity responds to the stimulus of a low rate 
of interest, because it takes time for business men to 
regain sufficient confidence in their own future to avail 
themselves of the cheaper credit accommodations. A 
prompt enlargement in the scale of public construction 
may do much to shorten the period which elapses be- 
fore a reduction of interest rates becomes effective and 


4. R. G. Hawtrey, Trade and Credit (London, 1928), chap. 6, pp. 104 
et seq. 
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thereby to shorten the period of depression, aside from 
alleviating its severity. Mr. Hawtrey himself admits 
this contention by pointing out that an increase in 
public works would be justified if the bank rate had 
been reduced to its lowest point without bringing about 
a revival of trade,® and refers to the depression of 1894- 
96 as an instance of this kind. The same thing, how- 
ever, has happened to a greater or less extent during 
every depression. Mr. Hawtrey thinks that the effec- 
tiveness of a reduction in the bank rate might be en- 
hanced by having the central bank purchase securities 
in the open market. Such a policy might indeed serve 
to curtail business stagnation; but would not the same 
end be better obtained by an increase in corporate 
profits such as would result from the placing of large 
government orders? Finally, Mr. Hawtrey is wrong in 
asserting that an increase of public loans will result in 
larger displacements of private borrowing. This argu- 
ment might be correct if advanced against the financing 
of relief works; it does not apply to the financing of con- 
struction executed in accordance with a long-range 
program which would include only public improvements 
considered necessary by the government authorities. 
Since the funds for these works would have to be raised 
in any event, the volume of credit available for private 
use would be actually enlarged if their construction and 
financing were shifted from periods of high to periods of 
low business activity. This contention is easily proved 
if we base our reasoning on Mr. Hawtrey’s own theory of 
the trade cycle, which runs in strictly monetary terms. 
We need only point out that competition for credit ac- 
commodations is keener when business is good than 
when it is bad, and that, consequently, the same amount 
of public loans will displace a smaller amount of private 
5. Ibid., p. 113. 
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issues during depression than it would during prosperity. 

A different argument against the expansion of public 
works during periods of bad business has been presented 
by Professor Cassel. It runs in the following terms. 
Unemployment is due to the faulty adaptation of the 
supply of labor to the demand for it. If this adaptation 
were perfect, there would always be full employment. 
For this reason a national policy for the prevention of 
unemployment should be directed towards the elimina- 
tion of all factors which stand in the way of a perfect 
adaptability of labor, the most important of these fac- 
tors being the monopolistic policy of the trade unions. 
An extension of public works does not alleviate unem- 
ployment, because the funds needed for this purpose 
have to be procured either by taxation or by loans; in 
either case capital which would have been used by 
private industry is being claimed by the state and the 
increase in public employment will be about offset by 
the decline of the private demand for labor. 

These arguments may be disposed of in pretty much 
the same fashion as those advanced by Mr. Hawtrey. 
It may be true that a downward adjustment of wage 
rates in times of depression is frequently inevitable; it 
may also be admitted that trade unions may lengthen 
the period of depression by struggling against such an 
adjustment. The salient point, however, is that even if 
wage rates were reduced to their ‘‘normal”’ or “natural” 
level, an increase in employment would not immediately 
follow. Again, a period of time would have to elapse 
before business men had satisfied themselves that with 
these lower labor costs they were able to secure “‘nor- 
mal” business profits by enlarging the scale of their 


6. Gustav Cassel, ‘“Wird die Arbeitslosigkeit durch Notstandsar- 
beiten verringert?’’ Soziale Praxis, xxxv, 1057-1060. Cf. also the fol- 
lowing discussion between Cassel, Lederer, Brentano, Toennies, Wil- 
brandt, and others in vols. xxxv and xxxvi of the same periodical. 
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operations. Again, a prompt expansion of public works 
might shorten this waiting period. 

Finally we have to consider the arguments of those 
who hold that business fluctuations are due to fluctu- 
ations in the price level, which in turn may be directly 
traced to changes in the volume of currency and credit; 
the inference drawn from these premises being that, if 
price stability could be maintained, there would be no 
business fluctuations, no periods of general prosperity 
or general depression and hence no need for a flexible 
distribution of public works.’ 

This objection may be countered, first, by the state- 
ment that the distinction between general and partial 
prosperity (or depression) should be taken ‘‘cum grano 
salis.” The difference between them is a difference in 
degree rather than in kind. There have always been 
industries which have flourished during “‘general”’ de- 
pressions or been depressed during periods of ‘‘ general”’ 
prosperity. All that can be said, therefore, is that under 
a régime of stable price levels the number of industries 
simultaneously affected by either prosperity or depres- 
sion will be smaller than it used to be before, provided 
this régime fulfils all the expectations of its adherents. 
This, however, would only mean that business fluctua- 
tions, in the sense of fluctuations in the aggregate vol- 
ume of business profits, will be reduced, not that they 
will be eliminated. As long as business is conducted for 
profit, profits will be made; and as long as profits are 
made, their aggregate volume will show short-time 
deviations from its trend. Furthermore, as long as these 
short-time fluctuations persist, the effort will be made 
to reduce their amplitude, and it is a priori possible that 
the flexible allocation of public works will be an effective 
means towards this end. 


7. Cf. Norman Lombard, The Proposed Prosperity Reserve, Bulletin 
of the Stable Money Association (December, 1928), p. 6. 
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We may conclude, then, that the flexible distribution 
of public works may be regarded on grounds of general 
theoretical reasoning as a sound device for smoothing 
out business fluctuations, and proceed to consider its 
limitations in attaining this objective. These limita- 
tions are twofold: qualitative and quantitative. 

The main qualitative limitation has already been im- 
plied in the foregoing discussion, but may now be ex- 
plicitly stated; it concerns the kind of unemployment ° 
which may be relieved by this scheme. Since the flexible 
allocation of public works provides not only for their 
expansion in times of depression but also for a corre- 
sponding contraction in times of prosperity, it follows 
that it cannot reduce unemployment “‘in the long run.” 
To put it in more scientific terms, it cannot reduce the 
level of unemployment, but only the fluctuations around 
that level, which are the so-called seasonal and the so- 
called cyclical fluctuations. It is, of course, possible and 
even probable that the reduction or elimination of these 
short-term changes may tend to raise the average level 
of employment over a decade or more. This indirect 
effect, however, would take place only after a long 
period of time. 

It may readily be seen that the possibility of allevi- 
ating seasonal unemployment is very limited indeed. 
This unemployment is due to the fact that, in the 
present state of technique, the operations of the con- 
struction industries — which are those directly affected 
by any changes in the allocation of public construction 
— are mainly determined by climatic conditions. Re- 
cent investigations have, indeed, shown that they are 
not entirely determined by this factor, that the element 
of custom enters into the business practices of the in- 


8. We shall deal, in the following discussion, mainly with this aspect of 
business fluctuations, since it is this aspect in which public authorities 
are mainly interested. 
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dustries to a surprisingly large extent. We may expect, 
however, that this traditionalism will not long persist in 
the face of the modern trend towards rational business 
methods. It is possible that the initiative of public au- 
thorities may become instrumental in its elimination, 
but this is the utmost which may be expected as the 
result of their activities; and it may be doubted whether 
they are well adapted for the réle of leaders towards 
greater business efficiency. 

“Cyclical” unemployment is thus the only kind of 
unemployment which may be effectively relieved by 
public works. Not all unemployment of this kind, how- 
ever, can partake of the relief. As we have mentioned 
already, an extension or contraction of public works 
exercises a direct influence only on the construction in- 
dustries and the amount of employment offered by them. 
The cyclic fluctuations of employment in construction 
industries are, therefore, the only ones for which the 
hope may be entertained that they. can be effectively 
regulated; the other industries will have to content 
themselves with whatever stabilizing influence is exer- 
cised by the larger orders received from the building 
trades and by the increased buying power of their 
workers. ° 

Cyclical unemployment in the construction industries, 
finally, can be alleviated only in so far as the places in 
which public construction is expanded happen to coin- 
cide with the places in which the volume of private 
construction falls off. Labor is not exactly immobile, 
but its mobility is not great. It is obviously impossible 
to relieve unemployment in the building trades of New 
York City by increasing the volume of public works in 
Colorado, or vice versa. The effective relief of unem- 

9. Some writers regard these indirect effects as equally important. 


Cf. Sidney and Beatrice Webb, The Prevention of Destitution (London, 
1911), chap. 6. 
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ployment by public works thus necessitates a codrdina- 
tion of public with private construction not only in time, 
but also in space —a fact which entails a considerable 
complication of this problem for the government au- 
thorities. 

Summing up, we may state that the qualitative limi- 
tations of a flexible distribution of public construction 
as a device for alleviating unemployment are (1) that 
they are able to alleviate cyclic unemployment only, 
and (2) that they are hampered in this endeavor by the 
lack of fungibility and the lack of mobility of labor. 

We come now to the problem of the quantitative 
limitations of public works as stabilizers of business 
conditions and employment, i. e., to the problem of how 
much cyclical unemployment can be prevented by the 
ideal allocation of public construction. On this score 
two statistical studies have been made — for England 
and the United States respectively. The results of these 
appear, at first glance, to be highly encouraging. 

Taking a typical pre-war cycle of ten years’ duration 
and assuming that 80 per cent of the total cost of public 
works consist of wages, Mr. Bowley and Mr. Stuart 
reach the conclusion that all fluctuations of unemploy- 
ment could have been eliminated, if £45,000,000 of ex- 
penditures had been postponed during the first three 
years, and if a total of £20,000,000 had been advanced 
during the seventh and eighth years.' Since, according 
to the same authorities, the average annual expenditures 
for public works in England amounted to about £30,- 
000,000 during the period in question,’ the first act 
would have involved a shift of one half, the second act 
that of one third of their average volume. 

In a study on public works and cyclical unemploy- 


1. Bowley and Stuart, op. cit., pp. 367-368. 
2. Ibid., p. 371. 











296 QUARTERLY JOURNAL OF ECONOMICS 


ment in the United States during the period 1919-25 
Mr. Dickinson arrives at results which are somewhat 
similar to those obtained by the British authors.’ Ac- 
cording to him all cyclic fluctuations in employment 
might have been eliminated if there had been no limits 
at all to the shifting of public construction. If only one 
half of the public construction undertaken during each 
year had been shifted, the amplitude of these fluctua- 
tions would have been substantially reduced.‘ 

Two objections against these conclusions suggest 
themselves at once. The first is, whether such a large 
shift as that envisaged by these authors would be tech- 
nically possible, provided the authorities were able to 
foresee the coming development of the labor market 
and willing to act accordingly. The second is, whether 
this shift, if possible, would have been desirable in view 
of what we have learned about the qualitative limitation 
of public construction in regulating the demand for 
labor. Public works, as we have seen, exercise a direcé 
influence only on the bu....ing trades in the places where 
they are undertaken. If the building trades are fully 
employed, it would be obviously inopportune to attempt 
any further extension in the scale of public construc- 
tion. This would only serve to subject building activity 
to an overstrain, which is precisely what flexible distri- 
bution aims to avoid. For this reason there may be 
considerable depression and unemployment prevailing 
in other industries, or even in the building trades of 
other places, while the possibilities of expanding public 
works are by no means exhausted. 

Even if we were willing to wave aside these prelimi- 
nary objections as not touching the heart of the matter, 
there still remain two criticisms of a more fundamental 


3. Dickinson, op. cit., pp. 190 et seq. 
4. Ibid., Tables X and XI on pp. 190, 191. 
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sort to be directed against the soundness of the method 
by which these results have been obtained. 

The first criticism would be to the effect that it is not 
permissible to regard the additional employment offered 
by the enlargement of public building activities as so 
much net increase in the total volume of employment 
available. This assumption disregards the fact that an 
extension of public works has to be financed with funds, 
part of which at least would otherwise have been used 
by private enterprise. An increase in public employ- 
ment is, therefore, at least partly offset by a decline in 
private employment. It is only the difference between 
these two magnitudes which represents the net increase 
in the total demand for labor.’ The same process of 
reasoning would also lead us to infer that the decline in 
employment due to the withholding of public contracts 
in time of prosperity will likewise be counteracted, this 
time by an enlargement in the scale of private opera- 
tions. Funds set free by the re duction in public building 
are likely to be transferred th iprivate borrowers. More- 
over, since the competition of would-be borrowers for 
loans is very keen in times of expanding business activ- 
ity, we may expect that all of the funds thus released 
will find their way into private use and that, conse- 
quently, the amount of private employment thereby 
created will be as large as, or larger than, the amount by 
which public employment has been diminished. 

This last consideration suggests a line of analysis 
which challenges to a certain extent the commonly ac- 
cepted views on the effects of flexible distribution. 
Students of this subject take it as a matter of course — 
one might almost say, as a matter of faith — that a 

5. “Of a million pounds borrowed by governmental authorities in bad 
times . . . and expended in the employment of labour, not all represents 


a net addition to the demand for labour.’”’ Pigou, Unemployment (Lon- 
don, 1913), p. 174. 
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shift of public construction from good to bad times is a 
measure whose sole effect is to ensure greater business 
stability, and that the traditional practice of making 
fluctuations in public construction coincide with the 
fluctuations in general business activity has no other 
result than that of increasing business instability. It is 
our contention that there are elements in the first 
method which make for an increase in the amplitude 
of industrial fluctuations and, conversely, that there 
are elements in the second method which make for their 
alleviation. Fortunately, in justifying this heterodox 
view, we are able to base our reasoning on a thesis which 
also enjoys universal recognition. If it is true, namely, 
that an overgenerous extension of credit to private in- 
dustry occupies a prominent place among the factors 
leading from prosperity to overexpansion and recession 
— and all students of business cycles agree with that 
proposition — then it must likewise be true that any 
factor likely to reduce credit extension to private in- 
dustry during the later phases of business prosperity 
will also tend to lessen overexpansion of business activ- 
ity and mitigate the severity of the following depres- 
sion. It can readily be seen that the traditional method 
of allocating public works, in so far as it entailed an in- 
crease in public borrowing during the later part of pros- 
perity, has been a factor working in that direction. This 
increase in public loans would have been impossible 
without at least a relative decline in the volume of credit 
available for private industry, the credit system being, 
as a rule, heavily taxed during that period. Unless we 
are to assume that the credits set free by a reduction 
of public works during prosperity in accordance with the 
principles of flexible distribution would not be extended 
to private borrowers, we must conclude that the process 
of industrial overexpansion would be carried still fur- 
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ther jn this case and that the ultimate break would be 


more severe. We have no grounds for making that 
assumption and good reason to expect the opposite to 
happen, the reason being found in the organization of 
our banking system into highly competitive units which 
are dependent for their profits upon a full utilization of 
their resources. We are thus obliged to conclude that 
an expansion of public construction in times of high 
business activity likewise tends to exercise some stabil- 
izing influence on economic conditions. The more 
credit used for the construction of roads, bridges, public 
buildings etc., the less is available for the construction 
of new or the extension of old plants, for the accumu- 
lation of raw materials, and for similar purposes, and 
the less, consequently, the discrepancy between pro- 
ductive and consumptive capacity at the given price 
level which marks the end of each boom period. The 
direct stabilizing influence on business and employment 
which may be expected from a flexible distribution of 
public works must, therefore, be compared with the in- 
direct stabilizing effects which the.old system of allo- 
cating public construction tends to exercise through the 
medium of the credit mechanism. Only the balance 
which remains in favor of the first system can be counted 
as a net gain. 

The weight of this consideration as a general argu- 
ment against the flexible allocation of public works 
would depend upon the réle which credit conditions 
play in determining the state of business, or upon the 
réle which the individual theorist is willing to assign to 
them in this connection. Authors like Mr. Hawtrey, 
who are inclined to regard the business cycle as a 
“purely monetary phenomenon,”’ will also be inclined 
to accept it as a conclusive proof of the uselessness or 
actual harmfulness of the proposed policy. Others 
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whose views are more orthodox are likely to attach less 
importance to the point. The foregoing analysis, at any 
rate, makes it sufficiently clear that in trying to stabilize 
employment through a flexible distribution of public 
¢ works we are compelled to sacrifice some stabilizing in- 
fluences which the old method of allocating public works 
contained. This conclusion, together with that reached 
with regard to the net increase of employment resulting 
from an expansion in public construction, justifies the 
statement that the stabilizing influence on business con- 
ditions and employment exercised by a flexible distri- 
bution of public works cannot be quantitatively de- 
termined, but that it is smaller, and probably much 
smaller, than the results obtained by Bowley and 
Stuart, Dickinson, or other authors employing the 
same methods would lead us to assume. 

It is, indeed, possible that the actual influence of 
flexible distribution may be enhanced by psychological 
factors. Foster and Catchings, in particular, emphasize 
this point rather strongly. We doubt whether the gov- 
ernment can expect much help from this quarter. There 
have always been outstanding business men with suffi- 
cient vision, courage, and freedom from financial com- 
mitments, to use a period of depression for the enlarge- 
ment of their production facilities, and with sufficient 
caution to clear their stocks and reduce their scale of 
operations before the advent of the slump. It is the 
aim of flexible distribution to increase the number of 
business executives committed to such a policy. This 
purpose would be achieved only if the business public 
could be reasonably sure that the government alone 
would be able to effect a substantial alleviation of in- 
dustrial fluctuations by a proper adjustment of its 
public works program to business conditions. Without 
6. Foster and Catchings, The Road to Plenty, p. 190 et passim. 
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such assurance it would be tantamount to economic 
suicide for the business man to align himself in his de- 
cisions with the government, disregarding the momen- 
tary economic situation. As it is doubtful whether he 
can have this assurance, we must also be skeptical as to 
his willingness and ability to give active support to the 
government policy. 


The discussion of “‘the long-range planning of public 
works”’ as a device for reducing the fluctuations of bus- 
iness conditions and employment has so far been based 
upon the premise that public works have been allocated 
in such a way as to make them most effective in reaching 
that objective. The obstacles to such an ideal allocation 
of public contracts, however, are large in number and 
various in kind. The second part of the present investi- 
gation will be devoted to their analysis, for which pur- 
pose they will be classified under three headings: those 
of administrative, technical, and economic character. 

I. The first administrative difficulty which suggests 
itself is that of speeding up the operation of the bureau- 
cratic machinery, of making officials act quickly,’ a 
difficulty which will be considered very grave even by 
those who otherwise are not professional pessimists. 

The second difficulty consists in finding a way to 
make quick action by officials possible, provided the 
first obstacle has been overcome. At present such quick 
action by public authorities is well-nigh impossible, on 
account of the long period which elapses between a pro- 
posal for an increase in public construction, the appro- 
priation of the necessary funds by the legislature, the 
raising of the funds in the prescribed way and, finally, 
the expenditure of the funds raised. The necessity of a 


7. Dickinson, op. cit., p. 190. Mr. Dickinson speaks of city officials 
in particular, but the same is true of officials generally. 
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less rigid fiscal system has been recognized by all stu- 
dents of this subject. Apparently the first to emphasize 
it were the experts whom the French government con- 
sulted on this score after the crisis of 1907 and who ad- 
vanced the following recommendations: * 

1. To have appropriations for public works not 
utilized during the current fiscal year automatically 
transferred to the next year. 

2. To form special reserve funds in the departments 
and administrative agencies concerned with public 
works. 

3. To accumulate a general reserve fund to be used 
for the expansion of public works in times of severe un- 
employment. 

Almost identical proposals were made in 1921 by the 
President’s Conference on Unemployment in Washing- 
ton, and given wide publicity, thanks to the efforts of 
Mallery,® Foster and Catchings, ' and other writers. 

Administrative and fiscal reforms of the kind indi- 
cated are doubtless necessary for the success of the 
scheme under discussion. In sponsoring them, however, 
it is advisable to bear in mind that the reason for the 
present rigid limitation of public expenditures by legis- 
latures has been the endeavor of the taxpayers to curb 
public extravagance, and that the advocacy of greater 
freedom for the government in determining its expend- 
itures may be tantamount to proposing a remedy which 
is worse than the evil. 

The greatest administrative obstacle to a proper allo- 
cation of public contracts, however, seems to consist in 

8. Rapports pr‘sentés au nom de la commission par Mm. Georges 
Cahen et Edmond Laurent sur les indices des crises économiques et sur 
les mesures financiéres propres 4 atténuer les chémages résultant de ces 
crises (Paris, 1909). 

9. Otto T. Mallery, The Long Range Planning of Public Works in 


Business Cycles and Unemployment (New York, 1923), p. 258 et passim. 
1. Foster and Catchings, op. cit., p. 193 et passim. 
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the difficulty of bringing into line the policies of the 
various authorities by which public contracts are 
awarded. It would be necessary to perform two tasks 
in order to bring about this result. In the first place, 
the federal government as well as the state and city 
administrations would have to coérdinate the activities 
of all of their departments engaged in the construction 
and maintenance of public works; in the second place, 
the activities of federal, state and city governments 
would have to be harmonized with each other. 

The difficulty of the first task can be readily appre- 
ciated if we recall that there are in the United States, 
for example, thirty-nine federal agencies authorized to 
execute some kind of public construction, thirty-five of 
which belong to nine out of the ten national depart- 
ments, while four are unattached.? Some practical ex- 
perience in this respect has been gained by progressive 
German city administrations, like that of Frankfort-on- 
the-Main, which even before the war had the courage to 
initiate an attempt at alleviation of unemployment by 
advance planning of their public works.’ But these ex- 
periences give only an inkling of the obstacles that have 
to be overcome. 

If the first task must thus be considered very difficult, 
the second one — the codrdination of central and local 
government policies—is truly enormous. Since the 
bulk of public construction is not executed by central 
but by local governments, it is also apparent that its 
successful solution is of paramount importance. At 
bottom this problem is nothing but a particular aspect 
of the issue which has dominated all constitutional 
struggles: that of local self-government versus centralized 
control of public affairs. As far as Anglo-Saxon coun- 

2. Mallery, op. cit., pp. 246, 247. 


3. Cf. Ernst Bernhard, Die Vergebung der 6ffentlichen Arbeiten in 
Deutschland im Kampf gegen die Arbeitslosigkeit (Berlin, 1913). 
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tries are concerned, this issue has been definitely settled 
in favor of local autonomy and there is no chance that 
the decision will be reversed just for this particular 
purpose. Nor would experience with public works in 
countries like France, which have gone the other way, 
encourage such a step. There is, then, no chance that 
the federal government will be able to obtain the co- 
operation of state and city authorities by direct admin- 
istrative pressure. Some writers like Bowley‘ and 
Mallery * expect to have the same result achieved in- 
directly, by a skilful use of the greater economic power 
of the central government, especially if combined with 
effective propaganda. Mr. Mallery, in particular, be- 
lieves that federal subsidies or loans to public author- 
ities advanced for the construction of public improve- 
ments are “‘a convenient key to unlock many doors,” 
and that in order to ensure a shifting of public works 
from good to bad times it is only necessary “‘that a 
clause be attached to each federal appropriation .. . 
reserving a certain part, say 20 per cent, for expenditure 
only when the president shall find a period of national 
unemployment and industrial depression to exist.’ ® 
It is doubtful whether such a clause would be altogether 
fair to the recipients of the appropriation, since the allo- 
cation of their public works — if conducted properly — 
would have to be determined primarily by the volume 
and movement of employment in their particular region, 
which may differ considerably from the fluctuations of 
“national employment.” Jt is still more doubtful 
whether such a clause would be effective. Upon closer 
scrutiny, the following dilemma is found to exist as re- 
gards its effectiveness. If the federal appropriations are 


4. Arthur L. Bowley, The Regularisation of Industry (Christian 
Order of Industry Series, no. 5, Cambridge, 1924), pp. 34 et seq. 

5. Mallery, op. cit., pp. 244 et seq. 

6. Ibid., p. 245. 
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small compared to the total costs of construction, we 
may expect that they will not influence the decisions of 
local authorities to any considerable extent; if, on the 
other hand, they are large, it is possible, even probable, 
that they will induce local governments to expand their 
program of public works beyond the limits set either by 
economic necessity or by their own resources. English 
experiences during the post-war years attest the reality 
of the danger inherent in the second alternative.’ The 
power of propaganda, on the other hand, is a factor 
which may become very large, but the magnitude of 
which is unknown beforehand. On the basis of past 


‘experience it seems likely to be more effective in Anglo- 


Saxon countries. 

II. Of somewhat less importance than the obstacles 
due to the nature of the agencies undertaking public 
works are the obstacles arising from the nature of the 
works themselves. They are, however, by no means neg- 
ligible. The technical problems which arise are not so 
much those of effecting shifts in public construction large 
enough to make a considerable impress on business con- 
ditions and employment; they are rather those of effect- 
ing prompt adjustments of the volume of public works 
to business fluctuations within the technical limits of 
their postponement or anticipation. Such an adjust- 
ment would be easy if the number of public works under- 
taken were large, the single undertaking small, and the 
time of construction short. This is, however, not quite 
the case; some large-scale public undertakings are in 
course of construction all the time. Since these are the 
works which can be most conveniently postponed or 
most readily anticipated, we may expect that under the 
long-range planning of public works a period of indus- 
trial depression will see the starting of those public con- 
7. Cf. Davison, op. cit., pp. 47, 48. 
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structions which are small in number, and in which the 
individual undertaking is large in size and the time re- 
quired for its completion comparatively long. This is 
the first circumstance to be considered. The second is 
that the construction of such undertakings, as it pro- 
gresses, requires an increasing number of workers and 
an increasing amount of materials, the maximum re- 
quirements for both being reached, as a rule, only a 
considerable time after work has been started. In view 
of these two circumstances, public works begun during 
depression may not bring their heaviest demands for 
men and materials until the following period of pros- 
perity. This increased demand on the part of works 
started in the past could not be offset by diminishing 
the volume of current public construction, because, ac- 
cording to our premise, all public construction for which 
no pressing need exists has already been shifted. It is, 
then, possible that a flexible distribution of public works 
will not diminish competition for men and materials 
during times of active business, but will actually en- 
hance it. The shorter the duration of the “business 
cycle,”’ the greater will the probability of this become; 
and a tendency towards shorter periods of depression 
and prosperity has been apparent during the last 
decades. 

We have so far in our investigation made a sharp dis- 
tinction between the flexible distribution of public 
works and the establishment of public relief works in 
times of general unemployment. In dealing with the 
economic obstacles to flexible distribution we shall do 
well, however, to submit this distinction to a more criti- 
cal analysis. 

As we have already seen there are, in the main, three 
objections commonly advanced against public relief 
works. They demoralize workers by paying them wages 
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in excess of what they have earned, they entail exces- 
sively high costs of construction, and they are frequently 
of indifferent value to the community when completed. 
The first two alleged shortcomings of public works are 
due to a common cause—the inefficiency of workers em- 
ployed — and therefore can be remedied if their cause can 
be removed. Past experience, particularly that of Ger- 
many, shows that the maintenance of high standards of 
efficiency among laborers employed on public relief 
works is quite feasible. All that is needed is a close co- 
operation .between the authorities conducting relief 
works and the public labor exchanges. Such codpera- 
tion enables the authorities to select the men best suited 
for the kind of work at hand, and it enables the staff of 
the labor exchanges to keep a record of each worker’s 
performance, a record which the worker will be anxious 
to keep good for fear of lessening his chances of future 
employment. As regards the first two points, then, 
properly conducted relief works cannot be considered 
much inferior to ordinary public works. With regard to 
the third alleged drawback of relief works — their ques- 
tionable value to the community — it may be pointed 
out that the public authorities will try to make the work 
undertaken meet some actual or expected need of the 
community, and that this charge will be correct only if 
they should fail in this effort. But ordinary public works 
undertaken according to a long-range program may also 
fail in this respect, unless the program is infallible in 
gauging the kind and extent of present or future public 
needs. They are superior to relief works only in so far 
as long-range planning offers better chances of adjusting 
public construction to public needs than the impromptu 
decisions which have to be made in setting up relief 
works. To put it succinctly and somewhat paradoxi- 
cally: public undertakings originally started as relief 
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works will be promoted to the rank of anticipated public 
works, if they come to serve some need of the commun- 
ity; on the other hand, ordinary public works executed 
during a period of unemployment, if they prove to be 
useless in the light of future developments, will be de- 
moted to the rank of relief works. 


III. The economic obstacles to a flexible distribution 
of public works may be traced to two causes: (1) our 
uncertainty concerning the future trend of economic 
events; (2) our uncertainty as to the ultimate effect of 
measures designed to influence such events as can be 
foreseen. 

The obstacle due to the first cause — the unpredicta- 
bility of business — has been minimized by certain au- 
thors, foremost among them being Mr. Dickinson. In 
his opinion, ‘‘the success or failure of business forecast- 
ing has little to do with the whole plan. It would be 
necessary for some agency to advise public officials when 
they ought to sell bonds and let contracts. It seems 
possible to fasten this apparently onerous burden upon 
a first-class clerk in the Bureau of Labor Statistics at 
Washington. His duty would be to watch the index of 
employment and immediately inform the numerous 
public officials throughout the country whenever the 
index approached 5 per cent above or below the average 
of the preceding years.® 

We are inclined to doubt the effectiveness of this pro- 
posal. Our skepticism is based on several grounds. First 
of all Mr. Dickinson’s analysis disregards the existence 
of regional differences in the fluctuations of employment; 
secondly, it disregards the powerful psychological forces 
which are likely to influence the decisions of public offi- 
cials as well as of business men; and finally, it disregards 


8. Dickinson, op. cit., p. 200. 
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the fact that all unemployment appearing during de- 
pression is not due to ‘‘cyclical” causes. 

It is evident that, since the indices of regional em- 
ployment differ — and sometimes differ considerably — 
from the index of national employment, such a pro- 
cedure as that outlined would be far too rigid for its 
purpose. More important still is the second point, 
which applies with particular force to European con- 
ditions. True it is that after a few years of good busi- 
ness, people are likely to forget the waves of pessimism 
which sweep a country during a serious depression. But 
during each period of business stagnation the impression 
among business men is that the end of all days has come, 
while in scientific circles the conviction gains ground 
that the capitalistic system has reached the limits of its 
growth. The effect of such a mental atmosphere on the 
decisions of public authorities should not be underrated, 
and is certainly not of the kind to encourage them to an 
expansion of their building program. 

Assuming, however, that the public authorities have 
not been infected by the universal spirit of pessimism 
and continue to believe in a future upward trend of eco- 
nomic affairs, they face the problem of determining how 
such a future upswing will affect their particular region. 
To appreciate the difficulty of this problem we must 
consider that much of the unemployment during times 
of bad business is due to non-cyclical factors. Among 
these factors the main is the gradual or abrupt decline 
of certain industries conditioned by economic changes 
in the broadest sense of the term. Present instances of 
this kind are coal-mining, the cotton industry, ship- 
building. In regions where such industries are concen- 
trated unemployment will be heaviest; but they are also 
those in which the need for public improvements will 
grow less in consequence of the permanent reduction in 
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industrial activity. Unfortunately the distinction be- 
tween cyclical and non-cyclical unemployment is easier 
to establish in theory than to observe in practice. Public 
authorities in such regions are, therefore, likely to err on 
the side of optimism. Civic pride and consideration for 
their unemployed will combine to induce them to ex- 
pand their public works when economic conditions 
would point to a contraction.° 

Assuming, however, that the public authorities have 
been right in deciding upon an expansion of their build- 
ing activity, they may still commit mistakes in choosing 
the kind of public improvements to be undertaken. 
Again Mr. Dickinson seems to us unduly optimistic as 
regards the difficulty of the latter task. According to 
him, “‘The problems in chronological order are — first, 
to withhold contracts until the state of employment be- 
comes less favorable, and second, to build in advance. 
Advancing or accelerating the letting of contracts is the 
more difficult project because it requires knowledge not 
only of future construction costs, but also of the future 
need for certain specific public improvements. It seems 
fortunate that the long-range planning of future con- 
struction is much more concerned with postponement, 
the easier shift.” ! 

This statement that the long-range planning of public 
works will consist in postponement rather than antici- 
pation of them might be challenged at the very outset. 
Recent experiences of countries like the United States 
would lend weight to such a challenge. It might be 
pointed out, for example, that the remarkable pros- 
perity of the country during recent years has been due 
largely to the rapid growth of the automobile industry, 
which in turn has been made possible by the rapid in- 


9. Cf. Davison, op. cit., pp. 54-55. 
1. Dickinson, loc. cit. 
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crease in road building. A policy which aimed at post- 
poning an appreciable part of the road-building program 
would have been obviously unwise under these circum- 
stances; it would have amounted to killing prosperity 
in the effort to mitigate depression. Speaking in more 
general terms it may be said that, as industrial activity 
becomes more dependent for its growth upon a corre- 
sponding increase in the facilities offered by public im- 
provements, a policy of postponing public works be- 
comes more questionable for this reason. 

Even if we were to admit the first part of Mr. Dickin- 
son’s contention, we should still have to reject its second 
part to the effect that there is a considerable or even 
essential difference between a postponement and an 
anticipation of public construction. The idea back of 
this proposition seems to be that, if road building, for 
example, has been postponed in a period of prosperity 
to the extent of say $50,000,000, it can be expanded in 
the following depression by the same amount. Such 
would indeed be the case under one condition: that the 
character of economic development. remains the same 
as it has been in the past. An argument that more roads 
are desirable now because they have been desirable in 
the past obviously makes this tacit assumption. If this 
is the case, the anticipation of future public needs does 
not offer any serious difficulty. If, on the other hand, 
there is a sudden change in the structure of the eco- 
nomic system, the difficulty of adjusting public im- 
provements to this change is shared by postponed and 
anticipated works alike. Altho there has been a con- 
traction of road building in the past — to use again the 
example previously chosen — it may now be advisable, 
in view of the economic changes which have taken place 
in the meantime, to use the funds released for the build- 
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ing of, let us say, municipal airports. Postponement and 
anticipation are, in the last analysis, the same thing; the 
deferring of some present construction to a future date 
and the advancing of some future construction to the 
present date both imply the expectation that there will 
be no changes, or at least no unforeseen changes, in the 
pattern of public needs. 

The difficulty of deciding whether there should be any 
expansion of public works at all and the difficulty of 
choosing the right kind of public improvements for this 
expansion program are the two major economic difficul- 
ties which result from our comparative ignorance of 
future developments. There are also two minor factors 
working in the same direction. 

One of these factors is obsolescence. Even if the au- 
thorities have been correct in anticipating some future 
public need, the particular public improvement which 
they have constructed to serve this need may become 
inadequate or useless for this purpose because of tech- 
nical changes which have taken place in the meantime. 
This applies with particular force to the so-called remu- 
nerative public undertakings like gas and water works, 
power stations, and the like, which play a large réle in 
Europe, where government ownership and operation of 
public utilities is more common than it is in the United 
States, and where, for this reason, the temptation of the 
government to disregard technical efficiency in favor of 
social considerations is stronger. 

The other factor is the change in the costs of con- 
struction in so far as it is due to technical innovations. 
Public authorities which have avoided all the pitfalls 
mentioned in planning and executing their construction 
program may still expose themselves to the charge of 
having executed this program in a wasteful fashion, be- 
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cause public improvements which they have anticipated 
might have been more cheaply constructed at the later 
date when methods of construction were more efficient. 

This last consideration leads us to the second set of 
economic obstacles to the long-range planning of public 
works, obstacles which may be summed up in the state- 
ment that this advance planning has to take account 
not only of the time, place, and kind of construction, 
but also of the manner in which the work is to be carried 
out, in order to bring about the desired economic effects. 
Mistakes which the public authorities may commit in 
this respect and the consequences of these mistakes are 
suggested by the theoretical arguments against the 
flexible distribution of public works which have been 
discussed above, and which have been rejected on the 
ground that they do not prove the principle of flexible 
distribution to be incorrect. 

In this connection Mr. Bowley’s argument has been 
countered by pointing out that the shifting of necessary 
public works from periods of good to periods of bad 
business will actually result in expanding the total vol- 
ume of credit available for industry and commerce, be- 
cause the same amount of public loans will displace less 
trade issues in time of depression than it would in times 
of high business activity. Government authorities, how- 
ever, may allow themselves considerable latitude in 
determining just what amount of public improvements 
is necessary ; if their construction program is linked with 
the struggle against unemployment, it is possible, even 
probable, that marginal proposals will get the benefit of 
the doubt, and consequently that the volume of public 
construction will be larger than it would be otherwise, 
the same being true of the total volume of public bor- 
rowing. Since countries where the ‘‘cyclic”’ fluctuations 

















314 QUARTERLY JOURNAL OF ECONOMICS 


of employment are heavy frequently suffer in addition 
from a scarcity of capital, the net result of long-range 
planning would be to accentuate this scarcity of capital 
and thereby perhaps to alleviate business fluctuations, 
but only at the expense of prolonging periods of depres- 
sion and shortening periods of prosperity. 

Other mistakes which the public authorities may com- 
mit in carrying out their long-range program of public 
works are suggested by Professor Cassel’s arguments. 
We have agreed with Professor Cassel that a downward 
revision of wage rates is frequently imperative in times 
of depression; we may now add that a downward adjust- 
ment of prices is always necessary during such a period. 
It is again possible and probable that this necessary 
decline of prices and wages will be delayed by an ex- 
pansion of public building activity during depression. 
For a number of reasons — political pressure by the 
interested groups, social considerations, and lack of 
business acumen being the most likely among them — 
public authorities are likely to pay higher prices and 
wages than entrepreneurs and workers could obtain on 
the open market. This will encourage merchants and 
manufacturers to hold on to their commodity stocks for 
higher prices rather than dispose of them at a loss, and 
it will similarly encourage the struggle of workers against 
wage reductions, again with the ultimate result of 
lengthening the period of depression. 


Finally the proposition advanced by the adherents of 
the stable-money school, to the effect that fluctuations 
in the volume of business and employment are condi- 
tioned by price fluctuations, suggests the question 
whether the conclusions reached so far will have to be 
modified if the premise upon which they were built 
should no longer hold. 
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This premise has been that the fluctuations of prices, 
business profits, volume of trade, and volume of employ- 
ment will move on parallel lines. It has been justified 
inasmuch as most of the business fluctuation in the past 
conformed to it; on the other hand, we have admitted 
that the connection between the phenomena in question 
is purely empirical and by no means necessary on a 
priori grounds. The reason for its existence has been the 
fact that past periods of prosperity have witnessed an 
expansion in the demand for commodities which has 
been so large as to bring about, first, an increase in the 
volume of trade, second, an increase in the volume of 
employment, third, further increases in the volume of 
trade and employment together with a rise in prices and, 
finally, a further rise in prices without a further increase 
in the volume of production or employment; this rise in 
prices, then, brought about upward adjustments of 
wages and interest rates — usually belated and inade- 
quate. 

It is quite possible that in future demand will not 
expand sufficiently to occasion a rise.in prices; either be- 
cause of a stricter credit control, or because of the 
changed attitude of a business public which has come to 
estimate the benefits of economic stability more highly 
than the ‘‘easy money” to be made during periods of 
precipitate business expansion, or because of the greater 
elasticity of modern productive equipment, which makes 
it possible to meet even a vastly enlarged demand at 
stable or lower prices, or, finally, because of a combina- 
tion between all these factors. The post-war business 
fluctuations in the United States offer instances of this 
kind. Thus the period 1925-26 has witnessed an in- 
crease in the volume of business profits and the volume 
of trade together with an actual decline in the volume of 
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employment. The same combination of rising business 
profits, rising output, and falling prices may be observed 
at the present date (second half of 1929) together with 
a rising volume of employment. In the first period men- 
tioned interest rates were fairly stable, while at present 
they have advanced to a level which in former times 
would have heralded the advent of a crisis. In both 
cases, however, the movement of interest rates has been 
determined not so much by the demand for credit on the 
part of industry and trade as by the behavior of that 
“enfant terrible’? among modern economic institutions 
— the stock exchange. Future business fluctuations 
may differ from the old “business cycle”’ in still other 
respects. It seems, indeed, that in the absence of ex- 
treme fluctuations in the demand for commodities we 
may expect almost all the mathematically possible com- 
binations between the movements of business profits, 
prices, volume of trade, volume of employment, etc., 
to occur at the same time. 

If such deviations of future business fluctuations 
from their historic pattern should become more fre- 
quent, additional problems in the process of allocating 
public works with a view to stabilizing business condi- 
tions would arise. It is clear, for example, that, once 
periods of low employment cease to be also periods of 
low interest rates and low prices, government author- 
ities in trying to counteract a decline of employment by 
an expansion of public works cannot count upon raising 
the funds necessary for this purpose on favorable terms. 
The question at once arises whether they would be justi- 
fied in following this course of action, even tho it in- 
volved the payment of high rates of interest and high 
prices for supplies, and thus amounted to sacrificing the 
interests of taxpayers to those of the unemployed. 
Assuming that this question is answered in the affirma- 











“ 











BUSINESS FLUCTUATIONS AND PUBLIC WORKS 317 


tive, another question presents itself, namely, whether 
this policy would bring about the desired result. Is it 
not possible, for example, that an increase in public or- 
ders during a period of rising unemployment which has 
been brought about by a large-scale application of labor- 
saving machinery may encourage still further displace- 
ments of men by machinery and thus create still more 
unemployment? ? 

Such questions and many others of the same kind 
suggest themselves in this connection. None of them 
can be answered beforehand, and we are not sure 
whether many of them could be answered after a study 
of the concrete situation out of which they arise. There 
is only one thing we may be positive about, namely, that 
the difficulties of long-range planning, already very con- 
siderable indeed, will be multiplied should industrial 
fluctuations in future fail to shape themselves in the 
manner of the old-style business cycle. 

This brings to an end our discussion of the economic 
problems involved in the attempt to regulate business 
conditions by public works. We shall content ourselves 
with merely mentioning that there are also political 
problems involved in this scheme, without proceeding 
to an examination of the latter, except for pointing out 
that the issues raised by the proposed changes cannot 
be kept out of politics. It need not be elaborated that 
even if government authorities overcome all the ob- 
stacles and avoid all the dangers which we have enumer- 
ated, there will be one danger left which they may not be 


2. This is by no means a remote possibility. It should be considered, 
first, that even the most advanced enterprises do not avail themselves 
of all known devices for increasing the productivity of labor, and that 
there are surprisingly large differences between the productivity of labor 
in different plants of the same industry; second, that the extent to which 
labor-saving devices are utilized depends mainly upon the actual or ex- 
pected volume of output. 
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able to avoid, and one obstacle which they may not be 
able to overcome — the demagogy of politicians. 

To sum up. The foregoing argument does not, in our 
opinion, invalidate the principle of flexible distribution 
as set forth by Foster and Catchings and by the other 
authors mentioned. It rather points out the very nu- 
merous qualifications to which this principle is subject 
in its practical application. It also implies that these 
qualifications will vary in importance according to the 
political and economic conditions prevailing in a given 
country. On the whole it may be said that the greater 
the stability, efficiency, and integrity of the govern- 
ments directing the planning and execution of public 
works, the smaller the political and economic difficulties 
involved in this scheme will be. The economic difficul- 
ties will be easier to overcome, the larger the capital 
supply of the country is; that is, the less business ex- 
pansions are hampered by shortage of funds, and 
the easier it is to foresee coming economic develop- 
ments. In short, the less is expected of a flexible 
distribution of public construction the more it will 
achieve. It is not “The Road to Plenty;” it is not 

__ even a first-rate device for reducing business fluctua- 
tions; it must rather be conceived of as the last finishing 
touch which a highly competent government may put 
upon a smoothly working business economy. However, 
if a country still suffers from the political upheaval and 
the annihilation of wealth which have been the conse- 
quences of the late war, and if innovations in technique 

~ and business management follow each other with bewil- 
dering rapidity, the effectiveness of this device decreases 
and the dangers connected with its execution increase. 
The relief of unemployment by means other than 
charity or doles is an end which will always justify 
vigorous efforts towards its realization, but the leader- 
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ship in this fight against unemployment belongs, pa- 
radoxically enough, to the countries that are least af- 
fected by this social evil, on account of having reached 
the highest degree of economic and political stability. 
A clear perception of the limits within which the scheme 
discussed is workable and of the obstacles to be sur- 
mounted on the way to its successful execution will in 
any event improve the chances of bringing the problem 
of unemployment nearer to a solution. 


GrorG BIELSCHOWSKY 











STATISTICAL LIGHT ON PROFITS, AS 
ANALYZED IN RECENT LITERATURE! 


SUMMARY 
General character of the two studies, 320.—Crum’s analysis of earn- 
ing power: the “profit ratio,” 322; the “earnings ratio,” 326.—The return 
upon capital invested, 330.—The proportion of profitable operations, 
333.—Sloan’s analysis of earnings, 334.—Frequency distribution of earn- 
ings in 1927 and 1917, 336.—The range of earnings, 339.—Relation be- 
tween earnings and “specialty products,”’ 340.—More light needed, 342. 


PROBABLY in no part of the entire field of economic 
theory is there more need for inductive evidence which 
will enable a set of sound generalizations to be built up 
than in that of business profits. Two important con- 
tributions to our information on this large subject have 
recently been made.? Previously published books and 
papers have dealt either with broad financial returns 
compiled en masse, not breaking them down into specific 
trades and branches of industry,’ or they have covered 
so short a period as to throw no real light upon the im- 
portant question of time variation, both for industry 
as a whole and as between specific branches of manufac- 
ture, commerce and finance;‘ or, finally, they have 

1. For suggestions in connection with this paper, I am indebted to 
Professors W. A. Paton and Shaw Livermore, and to Mr. W. H. Wilson. 

2. William Leonard Crum, Corporate Earning Power, Stanford Uni- 
versity, California: Stanford University Press (1929). Pp. 342, includ- 
ing index. 

Lawrence H. Sloan, Corporation Profits, New York: Harper and 
Brothers (1929). Pp. 365, including index. 

3. David Friday, Profits, Wages and Prices (1920); J. E. Sterrett, 
“The Comparative Yield on Trade and Public Service Investment,” 
American Economic Review, March, 1916. 


4. Ralph C. Epstein, “Industrial Profits in 1917,” Quarterly Journal 
of Economics, February, 1925. 
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studied too small a number of companies to afford much 
basis for theoretical generalization.’ The volumes which 
are the basis of the present discussion, the one by 
Crum, the other by Sloan, make substantial progress 
toward filling the gaps. Neither work contributes all 
that is required from this point of view toward the con- 
struction of a tenable theory of profits, nor do the two 
books do so when taken together. But each brings 
forth highly valuable and original data not heretofore 
available, and each supplements the other admirably 
in filling more than merely two corners of that large box 
—in Clapham’s language — which is reserved in the 
theory of economics for material upon profits. 

The books differ strikingly. Professor Crum has un- 
dertaken a mass investigation in economic statistics. 
From reports (Statistics of Income) of the United States 
Commissioner of Internal Revenue, he has drawn data 
relating to the fortunes of some 455,000 corporations 
during the years 1916-27. These he has skillfully 
treated so as to summarize the amounts and rates of 
corporate income in various lines of industry and geo- 
graphical regions during the twelve year period in ques- 
tion. All of the corporations included are necessarily, 
in view of the source of the data, treated anonymously. 
The work constitutes the most elaborate statistical 
analysis of business profits ever made; it is based upon 
a veritable labyrinth of raw material; its summarized 
results are presented in no less than 94 charts and 74 
tables. Its principal limitation, for which the author is 
in no way responsible, is that, because of the nature of 
the data, the analysis mainly runs in terms of what is 
virtually the net return upon sales. Altho there is some 

5. Jean Paul Muller, Financial Statistics (1919; revised edition, 1920); 
James H. Bliss, Financial and Operating Ratios in Management (1923). 


6. The number of corporations was around 455,000 in 1926; for 
different years of the period it varies. 
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discussion of the return upon total assets, there is no 
extended presentation of the rate of earnings upon in- 
vested capital. 

Mr. Sloan,’ upon the other hand, investigates a mere 
handful of corporations — some 455 in all, or one- 
thousandth the number covered by Professor Crum. 
These 455 companies are all “industrials,” i.e., manu- 
facturing, extractive or trading companies; such con- 
cerns as utilities or financial institutions are excluded. 
They thus constitute a highly selected sample. Most 
of them are publicly owned and publish annual reports 
which are more or less complete in their nature. Thus 
Sloan can compute the return upon invested capital, 
both for his entire group and for its individual com- 
ponents. But his analysis covers only the years 1926 
and 1927. 

We may discuss first the more elaborate study and 
then the restricted one, altho at times it may seem ad- 
visable to combine certain phases of the analysis com- 
mon to both books. 

Altho in Crum’s work the accountant and the invest- 
ment analyst will find chapters upon “ Assets and Liabil- 
ities,”’ “‘Fixed Charges,” and other matters valuable to 
him, the materials of most significance for economic 
theory are those relating directly to earnings. The two 
measures of earning power employed are what Crum 
terms the “profit ratio” and the ‘earnings ratio.” 
Neither is a return upon either net worth or capital in- 
vested, in the usual sense of those terms. The “profit 
ratio” is, loosely speaking, the percentage of profit to 
sales; the ‘‘earnings ratio” is the percentage of profit 
to total assets.® 


7. The managing editor of the Standard Statistics Company. 

8. In the case of the “profit ratio,” the loose definition just given 
must be somewhat qualified. First, the ratio is one of net profits to gross 
income, and a part of such gross income is derived from sources other 
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From 1916 through 1927, the profit ratio for industry 
as a whole (this includes manufacture, trade, public 
utilities, finance, mining, service,’ construction, agri- 
culture ') ranged from minus .27 per cent to plus 22.45 
per cent. The low figure occurred in 1921, the high in 
1916. For the last few years of the period, however, 
the ratio has remained relatively stable; between 1923 
and 1927 it fluctuated only between 3.74 and 4.74. 

The figures for the Manufacture division closely fol- 
low the general average for industry as a whole. They 
are slightly higher in all years except 1921, and lower 
than the general average in that year. But the ratios 
in the other principal industrial divisions vary greatly. 
In 1926, for example, when Manufacture shows a profit 
ratio of 5.00, Trade earns 1.70, Construction 3.19, 
Service 3.76, Mining 4.74, Finance 5.27, and Public 
Utilities 9.70. This does not, of course, imply that one 
of these divisions is more ‘‘ profitable’ than the other, 
for the profit ratio figures relate only to the return on 
gross income. They would indicate comparative earn- 
ing power on investment if the rate of capital turnover 
were exactly the same for the different industrial divi- 
sions. In fact, however, it varies widely. This point 
Crum himself makes early in the book when he states, 
“There may be nothing abnormal . . . in a situation 
wherein manufacturing enterprises generally earn about 
than sales. But for the mass of corporations, this fraction is very slight: 
in 1926, gross sales for all corporations constituted about 60/63 of total 
receipts. (See Crum, Table 1, p. 3.) Then, too, the term gross in- 
come, as used in the Internal Revenue Reports, “includes all receipts 
except tax-exempt interest’? (Crum, p. 2). Also, Crum deducts cor- 
porate taxes in computing the “profit ratio.” Accurately stated, as he 
defines it, therefore, the “profit ratio”’ is “the percentage ratio of net 
income minus income tax to gross income.” (P. 5.) 

9. E.g., hotels, theatres, and also professional activities, where car- 
ried on under the corporate form. 


1. Only, of course, where the enterprise is incorporated; a fair sample 
of agricultural activity is therefore not included. 
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twice as high a percentage on their gross business as do 
trading enterprises” (page 12). 

Differences in the percentage of profits upon gross 
business, at any one time, therefore mean little as be- 
tween different branches of industry.? But changes in 
their interrelations over a period are of some significance 
for the more general questions of profits.* In the chapter 
entitled ‘‘Time Variation: Industrial Divisions’ ap- 
pears the complete summarized record of the profits 
ratios, by divisions, for every year from 1916 to 1927. 

Ignoring the abnormal peaks present for all divisions 
in 1916, the ratio in Manufacture during this period 
ranged from 1.23 to 10.02; in Trade the range was from 
1.55 to 4.97. Both low figures are for the year 1921. In 
most years the profit ratio for Manufacture runs about 
twice as high as for Trade; but in the year of depres- 
sion, 1921, the average deficit incurred in Trade (meas- 
ured, of course, in terms of net loss upon sales) was only 
half as great as in Manufacture. The Service and Con- 
struction industries did not show absolute losses at all 
(in the aggregate) for any year of the period, altho their 
curves broadly followed the general trend for all divi- 
sions. Mining and Agriculture both suffered losses in 
more than merely one of the twelve years; during five 
years Mining was conducted at a loss, and the corpora- 
tions engaged in Agriculture operated ‘‘in the red’’ in 
three of the years (and nearly so in two others). From 
1921 through 1924, the return in Mining is always less 

2. Except as such data point, of course, to the obvious fact that wide 
differences in conditions of production and market distribution do exist, 
and may perhaps thus aid in the analysis of certain specific technologi- 
cal, financial or marketing situations. See, however, Sloan’s comment as 
to the relation of per cent upon gross to per cent upon investment, and 
the present writer’s criticism, given later in this paper. 

3. Assuming, of course, that such changes in the profit ratios are not 


due to, or accompanied by, changes in the rates of capital turnover as 
between the different industrial branches during the given period. 
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than zero. This, of course, ignores individual variations 
in the fortunes of particular enterprises; to show that 
the mining industry as a whole operated at a loss for 
four years is not to say that all mines were unprofitable. 
Indeed, in Sloan’s analysis it develops that certain min- 
ing companies stand high up in the list of the country’s 
most profitable corporations. 

In Finance and Public Utilities, profit ratios are rela- 
tively more stable, and in no year fall to zero. As Crum 
states, however, a significant comparison of these two 
groups with others is not easy to make because the re- 
turns filed by them are made out on the basis of some- 
what different rules from those in the other divisions. 

So much for time variation in the profit ratios en 
masse and by major industrial divisions. Another chap- 
ter breaks down the Manufacturing division into ten ‘ 
groups (Metals, Food Products, Chemicals, Textiles, 
Lumber, Printing, Stone, Leather, Paper, Rubber) and 
charts their several ratios for comparison. Interesting 
time variations again appear. The Printing group evi- 
dences remarkable stability from 1923 through 1927, 
the ratio being almost exactly 6.0 per cent in each year. 
The Rubber group, on the other hand, exhibits violent 
oscillations, the range being from .49 to 6.38 during the 
same period, caused in part by the fluctuations in crude 
rubber prices. On the whole, little uniformity appears 
between the curves for these ten different groups of man- 
ufacturing industries, and no generalizations as to what 
may be “‘normal”’ tendencies can very well be essayed. 
From the standpoint of any attempt to verify or dis- 
prove that part of the classical theory of profits which 

4. On page 67, and earlier on page 43, the Manufacture division is 
spoken of as consisting of ‘‘nine groups’’; this must, however, be a typo- 
graphical error. With the ‘All Other” group mentioned on page 43, 


ro not analyzed in chapter 4 (page 67 ff.), the total number is really 
eleven. 
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holds that over a period profits tend to reach an 
equality between the several branches of industry, the 
fact that the entire analysis runs in terms of the return 
upon gross income will not permit definite pronounce- 
ment as to what the figures signify. One might, conceiv- 
ably, endeavor to estimate what the generally prevailing 
rates of capital turnover for the different industries 
are, and then multiply the several “profit ratios” by 
these coefficients. But that would be a difficult and 
perhaps even a dubious procedure, for in many in- 
dustrial groups and subgroups the rate of turnover 
varies widely. Within the limits of his data, Professor 
Crum has done all that was possible, and the extended 
analysis of the “‘profits ratio” which fills the first haif 
of his book will long serve as a model of statistical in- 
vestigation in this particular field. And to students of 
particular industries, as well as investigators concerned 
primarily with cyclical fluctuations, the data are of im- 
mediate and exceptional value. 

In the second part of the book,’ Crum presents certain 
measures of earning power other than the return upon 
gross income. Unfortunately, here the limitations of 
the data do not permit the preparation of such ratios 
for other than selected years. The principal measure 
employed is the percentage of net income to total assets. 
This return, which Crum terms the “‘earnings ratio,”’ is 
presented for the years 1924, 1925 and 1926, for all of 
the industrial divisions and manufacturing subgroups 
for which “profit ratios” are shown in preceding chap- 
ters.® 

5. The book is divided only into chapters; I imply a sharper division 
simply for convenience in this discussion. 

6. Since only 359,499 corporations in 1926 filed balance sheets (out 
of 455,320 which made tax returns) the calculation of total assets both 
for industry as a whole and for the various divisions involves a measure 
of estimate which Professor Crum explains on pages 131-134 and 318- 


319. The figures derived for 1924 and 1925 involve an even larger 
measure of estimate, which is explained fully on pages 187-188. 
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The earnings ratio for all divisions in 1926 is not quite 
2.0 per cent (1.98 per cent). But between the several 
industrial divisions, great variation exists. In Manu- 
facture, the figure is 4.36, in Trade 3.23, in Construc- 
tion 3.18, in Finance but .56. Within the Manufacture 
division, an even greater variation is found among the 
several groups. The range is from .51 in Rubber to 
nearly 6.0 in Metals (5.97) and slightly over 6.0 in 
Stone.’ 

The earnings ratios for the two other years, 1924 and 
1925, are estimated upon the basis of data not exactly 
comparable with those employed in the 1926 computa- 
tions. Making allowance for this, it probably is fair to 
say that, for most divisions, the earnings ratio remained 
roughly stable during the years 1924-26. Certainly rel- 
ative earnings as between industrial divisions remained 
roughly constant. Manufacture in each year showed 
the highest ratio: around 5 per cent. Trade and Con- 
struction evidenced the two next highest figures: just 
under 4 per cent. Mining and Agriculture were con- 
sistently lowest: never much over 1 per cent. The re- 
maining divisions ranged in between, making the ag- 
gregate figure for all divisions during 1924-26 between 
about 2 per cent and 3 per cent. The 1926 figure, as 
above stated, is scarcely 2 per cent (1.98). 


7. All of these earnings ratios are for ‘‘net income to total assets,” 
and the “net income” is income after fixed charges. The real earning 
power of each division — since funded debt, where found, is a part of 
an enterprise’s permanent capital — is therefore understated by the 
amount of interest paid upon borrowed funds. Crum has no figures to 
show the amount of this, but he has figures for the total amount of in- 
terest paid, these include the cost of both short-term and long-term bor- 
rowings. For all divisions, this total figure, in 1926, is 1.26 per cent of 
total assets, for Manufacture, is 0.9 per cent, and for Trade, 1.14 per 
cent. If the amount of such total interest payments be added to the net 
income for 1926, the return upon total assets for all divisions becomes 
3.24 per cent instead of 1.98. This 3.24 per cent figure, in an accounting 
sense, of course includes some elements of ‘‘expense’’ rather than ‘‘in- 
come’’ — because of the inclusion of the cost of short-term borrowings. 
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But since these figures cover only a three-year period, 
and since computations for two of these three years rest 
upon a largely estimated basis, any conclusions as to 
the stability of earning power between the different in- 
dustries over a period must be but tentative. Crum 
examines the profit ratios (returns on gross income) for 
1925, 1926, 1927 with a view to determining whether or 
not they lend support to the conclusion just stated. He 
finds they do:* “ . . . some exceptions to the rule of 
regularity are evident, but on the whole there is strong 
indication that the relative profit ratios of the several 
groups remained unchanged over the three years” 
(page 137). 

Three years is too short a period, however, upon which 
to base a definite conclusion as to the relative long-run 
or normal earning power of different industries or 
groups. Crum really recognizes this when he states that 
the period 1924-27 was one of “‘ good prosperity in most 
lines of industry” and hence that probably no particular 
line of industry “was affected in a decisive way by 
cyclically unfavorable conditions peculiar to that line” 
(pages 138-139). For this very reason the ability of 
certain industries and trades to meet changing condi- 
tions either of a generally cyclical or a peculiarly local- 
ized character is tested in no way at all. But any theory 
of profits to be developed, if it is realistic enough to rest 
upon inductive evidence of a dynamic sort, must ac- 
count for the description of poor years as well as good, 
of “long-run” and “‘short-run”’ phenomena alike. Crum 
alludes to 1926 as ‘‘a fairly typical year” (page 138). 

8. This review of Professor Crum’s interpretation of this point is 
somewhat too summary to do full justice to the careful manner in which 
he weighs his evidence and qualifies his conclusions. Actually, his analy- 
sis does not proceed in the exact order which I have sketched here; but 


in order not to be too prodigal of space, I combine the discussions of 
chapters 7 and 9 into one treatment. 
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Probably he is right. In the sense of being relatively 
free from price fluctuations, and from customarily ac- 
cepted boom or depression characteristics, 1926 was 
“normal.” But profits and losses in business appear not 
merely during such normal years, but in years less 
typical as well. And it may indeed be that the principal 
distorting elements which perhaps prevent profits from 
reaching either relative equality or relative stability, as 
between different industries and trades, occur during 
the non-typical years which every business repeatedly 
goes through. I refer here both to years not typical for 
business as a whole in the sense of being at or near the 
extremes of a general cycle, and to years not typical in 
the history of particular trades by virtue of specific, 
rapidly shifting conditions either of demand or supply. 
I say it may be; there is at present no evidence avail- 
able to indicate whether that is so, or whether the 
stability in relative earning power concerning which Pro- 
fessor Crum establishes rather good evidence for 1924— 
26 indeed does hold over longer periods. He does not 
imply at all that it does, and I strongly doubt it. 

He does, however, emphasize the fact that for in- 
dustry as a whole, in 1926, the aggregate return upon 
total assets was as low as 2 per cent, while for Manu- 
facture, the highest division, the return amounted to 
but 4.36 per cent. Obviously, just what enterprises 
“should”’ earn is a moot question. But that the figure 
“should run under 3 per cent,” says the author, “‘is 
held by few competent authorities” (page 174). Crum 
then suggests that one approach to the appraisal of pro- 


9. As suggested in a note above, interest charges upon long-term debt 
should really be added to obtain a fair picture of earning power; such 
a correction would, however, probably not increase the 1.98 per cent 
figure to much over 3 per cent, nor the 4.36 per cent figure to much over 
5 per cent. (See note 7, page 325 above. See Crum, pages 176-178, 
252-253.) 
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fits in terms of their being “‘high” or “‘low”’ is to com- 
pare earnings ratios with the return on long-term bonds 
of good security. In 1926 this yield stood at approxi- 
nately 4.5 per cent, which is almost exactly the earnings 
ratio for the Manufacture division in that year. 

The earnings ratio, however, is the return upon total 
assets, not upon capital invested. It must be remem- 
bered that invested capital, net worth, or stockholder’s 
equity is a substantially smaller sum, and that therefore 
the return to the owners of enterprise expressed as a per- 
centage upon their own capital is larger than that upon 
“the property used in their business’”’ (page 174). By 
way of rough estimate as to how these two figures com- 
pare, we may take the figures given by Crum in a later 
chapter (XII, ‘‘ Classification of Assets and Liabilities’’) 
and apply them to the earnings ratios in question. For 
all industrial divisions, net worth totals 47.7 per cent of 
total assets._ The return on total assets (the earnings 
ratio) for all divisions is 1.98 per cent.? The ratio of 
earnings to net worth, or to stockholders’ invested capi- 
tal, is, therefore, in round numbers 4 per cent rather 
than 1.98 per cent. Similarly, in the Manufacture divi- 
sion, the aggregate net worth equals 71.5 per cent of 
total assets.* The earnings ratio is 4.36 per cent. Earn- 
ings upon net worth, or capital, therefore in round num- 
bers equal 6 per cent. 

Granted the accuracy of the original computation 
(Crum is objective enough to say that the figures, being 
estimates, may be ‘‘affected with errors” *) and granted 

1. Table 32, p. 234. 2. Table 27, p. 186. 

3. Table 32, p. 234. 

4. Page 178. There are, of course, other possibilities of error than 
the presence of the estimates which Crum discusses at this place. One 
of these is the fact that some corporations seriously overstate and others 
understate their assets. Small corporations probably often overstate 


them; large corporations at times understate them. Whether or not 
there exist any general tendencies of this sort is difficult to say. The 
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that the conversion of the figures into approximate per- 
centages for the return on net worth just attempted by 
the present writer is justifiable, these levels still seem 
low. Crum goes so far as to say, in conclusion, that ‘“‘a 
final matter of general interest in regard to these earn- 
ings ratios is that they have run generally lower than 
the rate which many competent authorities are ac- 
customed to regard as a fair return upon capital.’ As 
the highest divisional ratios reach scarcely 5 per cent, 
and only the highest ratios for manufacturing groups 
exceed 7 per cent, it is evident that the particular ratios 
for numerous groups and divisions must be much lower. 
Furthermore, within specific groups and divisions . . . 
numbers of enterprises . . . are dragging along with a 
very low rate of return on their property ...numerous 


present trend in corporate accounting is in the direction of “writing 
down”’ plants and equipment rapidly through generous charges to de- 
preciation; but often these charges are quite justified — they represent 
large allowances for obsolescence as well as for physical depreciation. In 
these days of rapid technical change, the steady progress of invention 
(continuous in the main, but unpredictable in its details) often makes 
it difficult to say whether equipment is carried on the books at “too low”’ 
a figure or not. The variation among large firms in this respect is great; 
in general, small firms do not make much provision for obsolescence or 
even for proper depreciation. 

Excepting where several very large concerns which pursue a conserva- 
tive policy in this regard may be found to dominate an industry, this 
variation in accounting practice probably does not affect the validity 
of comparisons between industries; although it does in some cases vitiate 
comparisons made between individual firms. It may also affect some- 
what the aggregate ratios shown both for all of Crum’s industrial divi- 
sions taken together and for each broad division. The extent to which 
such influences are present — assuming that the present tendency to 
write down assets appears in large firms but not generally in small ones 
— depends upon the proportions in which the invested capitals both of 
industry at large and of each industrial division are supplied by “‘large”’ 
and “small’’ corporations respectively. I shall not take space here to 
define “large” or ‘‘small” corporation in this connection; enough has 
been said to indicate the nature of the problem. Some additional com- 
ments anent the same point will be made in the text below when the 
sources and nature of Sloan’s data are discussed. 

5. [Reference to a very slight qualification indicated in a footnote is 
here omitted.] 
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enterprises report a deficit ... and a considerable 
share of the total gross corporate business is done at a 
loss. [The] Systematic failure of many corporate en- 
terprises to earn more than a very small percentage . . . 
on their total property valuation is of even greater im- 
portance from the point of view of the long-run health- 
fulness of corporate industry.” 

But unless one postulates the impossibility of realizing 
“‘healthfulness” under a competitive system of indi- 
vidual enterprise, it is not certain that this conclusion 
follows. The aggregate return of 4.36 per cent in the 
Manufacture division includes all of the losses as well as 
the gains. It is to be expected that under a competitive 
régime many producers will fail to gain a profit and 
therefore in time either go out of business or transfer 
their activities to other fields. At least that is the puta- 
tive mechanism upon which society relies to insure that 
it shall obtain the goods and services for which it calls. 
I am in no way suggesting that this mechanism operates 
satisfactorily. Here I would only suggest that a low 
average return received by all enterprises operating in a 
competitive system does not necessarily portend im- 
mediate economic disaster; it may, rather, tend to show 
that the competition does indeed function as its votaries 
desire that it should. To this point, however, we shall 
return later. 

Other sets of data developed in the book make the 
latter (the more favorable) interpretation of the figures, 
I think, quite as tenable as the former. Crum tabulates 
separately the earnings ratios for all corporations which 
enjoyed a net income, in contrast with ‘‘all corpora- 
tions” whether or not they earned profits. The result 
in 1926 is that for all divisions, those ‘‘ with net’’ show 
a return of 3.66 per cent on total property instead of 
1.98 per cent; and in the Manufacture division, those 
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‘with net”’ show almost 7 per cent (6.95) instead of less 
than 4} per cent. This again represents a composite 
figure, from which individual groups and subgroups of 
course deviate. In Rubber, the firms with net earned 
only 3.23 per cent, in the Metals group, 8.03 per cent. 
But this 8.03 per cent return for Metals includes nu- 
merous subgroups, as well as a wide variety of firms. 
Furthermore, it is again the return upon “property” 
or total assets, not capital invested.® 

Finally, of interest and importance among the many 
comprehensive analyses which Crum has undertaken, 
are the cumulative frequency distributions of the 
amount of net income received by all corporations, and 
by corporations in each division, in the year 1926. The 
ogive thus charted for all divisions combined shows that 
one quarter of all corporations operated at a deficit 
during that year.’ Almost another quarter of the total 
number have earnings which run little higher than zero. 
The median is just under $1,000; the interquartile 
range runs from $1,200 to $4,000. Since these figures 
represent amounts of income they -do not, of course, 
take into account differences in the size of the corpora- 
tions. Hence for those incomes which are positive rather 
than negative, the figures imply nothing as to “ profit- 
ableness”’ in terms of any rate of earnings. Those which 
are negative, however, throw significant light upon the 
proportion of corporations which were clearly unprofit- 
able. Another valuable set of figures contrasts the num- 
ber of successful corporations (‘‘successful”’ in the sense 
of returning a net) with the proportion of total corporate 


6. In a composite economic balance sheet for all business, certain 
assets (such as the receivables in any one business) would, of course, 
cancel out; that is, what are the “receivables” for one enterprise would 
be the “payables” for others and vice versa. 

7. The income of the corporation standing at the first quartile is 
minus $1,200. 
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business which is done at a profit. While in 1926 only 
56.69 per cent of the number of corporations showed 
net incomes at all,* less than 17 per cent of the total 
corporate business of the country was carried on by 
these unsuccessful concerns. In other words, 83.1 per 
cent of the gross income of all corporations in 1926 
brought in net income also.® That is the figure for all 
divisions combined; in Manufacture it was 86.6 per 
cent; in Trade 81.7 per cent; in Mining 70.6 per cent; 
in Public Utilities, 91.5 per cent. 


Mr. Sloan’s book affords an illuminating view of the 
concentration of corporate investment. It is essentially 
a study in large corporations. Altho only about 550 
firms are included, their property was evaluated, in 
1927, at over 173 billions of dollars. In that year the 
aggregate net profit which they returned amounted to 
around 2% billions, or over one-third of the 7 billions 
which Sloan estimates to have been the total net profit 
for all corporations in the country.' Since two of the 
545 corporations in the composite income account 
which is presented, the United States Steel Corporation 
and the General Motors Corporation, received 14 per 
cent of the aggregate net profit in that year, Sloan 
carries out most of his computations upon two different 
bases, the one with and the other without these two cor- 
porations included in the list. 

The results are as follows. All 545 corporations in 
1926 earned 10.6 per cent upon their aggregate invested 
capital. Without U. 8. Steel and General Motors, the 
figure is 10.4 per cent. In 1927, these figures decline. 
For all corporations, the 10.6 per cent becomes 9.0 per 


8. Table 60, p. 268. 9. Table 61, p. 270. 

1. Crum’s figures for the year 1927 show the net income of successful 
corporations to be about 8 billions, and for all corporations to be 5{ 
billions, before Federal taxes in both cases (Table XII, p. 338). 
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cent; but with Steel and General Motors excluded, the 
figure is 8.6 per cent. For all corporations, 1927 earn- 
ings declined by about one-sixth; with U.S. Steel and 
General Motors excluded, by one-seventh. 

These aggregate earnings upon invested capital are 
now broken down into specific industrial lines, and into 
ranges and arrays for individual firms. In a well- 
organized table which occupies five pages,? Sloan pre- 
sents the aggregate net returns upon capital, in 1926 and 
1927, for 37 separately classified industrial lines (Drugs, 
Medicines, Cosmetics, is one; Automobiles another; 
Lead and Zine a third). This table also gives the ranges 
for individual companies in these various fields. Here, 
as throughout the book, the firms are listed by name. 
The aggregate return in 1927, as just stated, is 9.0 per 
cent; only one line of industry returns an aggregate 
deficit (Fertilizer manufacture); and the others range 
from a low of 0.9 per cent to a high of 22.22 per cent. 
All but five of the thirty-seven industries show earnings 
of over 5 per cent upon capital, but only six earned more 
than 15 per cent. 

To a considerable extent, the validity of these ratios 
may be impaired by virtue of the fact that a wide varia- 
tion in accounting procedures exists between different 
corporations. Sloan takes as the invested capital of a 
corporation ‘‘the par, or stated balance sheet value, of 
all securities outstanding, plus surplus” (page 133). 
Obviously, in some instances stock may be “‘ watered,” 
or in some cases (say that of Dodge Brothers, Incor- 
porated, several years ago) may be carried at a ridicu- 
lously low or merely nominal figure. One corporate 
management may show certain assets at figures in 
excess of either their original or their reproduction cost; 
another may so conservatively ‘“‘write down” its as- 


2. Table 20, pp. 141 ff. 
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sets that no clue whatever as to the amount of capital 
invested can be obtained from the balance sheet. In 
comparing Sloan’s ratios for any two individual cor- 
porations, therefore, caution must be observed. But 
his aggregate figures, or even his ratios for individual 
industries, ought not to be vitiated by this variation 
in accounting policies. For to some extent, at least, such 
discrepancies taken in the mass probably in part offset 
each other. In a larger sample the so-called “law of 
averages”? would almost ensure such a result. In the 
present case, with only a dozen or two of companies 
represented in each industry (in some lines more than 
30, but in others fewer than seven), this offsetting is 
doubtless very far from perfect. But taking the evi- 
dence for what it may be worth, the distribution of 
profit ratios by different industries is of interest; and 
it does not seem likely that the variations can be caused 
entirely by discrepancies in accounting procedure. 

Sloan does not himself present frequency distribu- 
tions of the earnings in these industries (his detailed in- 
terest centers more, from the investment point of view, 
in the analysis of the fortunes of individual firms), but 
they are readily prepared from his table. One of these 
is shown in the accompanying chart (Chart I). It is of 
course to be remembered that the number of firms in- 
cluded in each industry varies considerably — in some is 
as low as three or four, and in others runs over 20 and 30; 
in most cases, is over seven or eight. 

While the distributions presented graphically in Chart 
I disclose a concentration between 5 per cent and 15 
per cent, the individual ratios are distributed too widely 
within these limits to establish anything like a standard 
or “‘average”’ rate of return that can be held to be typi- 
cal. After all, a concern which earns (or an industry 
which on the whole earns), say, 14 per cenit upon its 
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capital is just twice as prosperous as one which earns 
7 per cent, and one which earns 12 per cent is in reality 
50 per cent more prosperous than one in which profits 
are only 8 per cent; and it can hardly be said, in the 
latter case, that the one is “only 3 per cent or 4 per cent 
more profitable than the other.” In the record for 1926 


CuartI. Frequency Distribution: Percentage of net 
incomes to invested capitals for 36 industries, 1926. 
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and 1927, therefore, one must conclude that no evidence 
of anything like even a rough uniformity of the “‘ profits 
of stock,” in Adam Smith’s phrase, is to be noted — at 
least for this selected list of concerns.’ 


3. Allowance for disparity in risks is not here, of course, considered. 
To do so would raise a number of problems too complex to be discussed 
within present limits of space. It is my belief that as between most 
industries, differences in risk are probably overemphasized. Of course, 
in any one year, some differences in return may be adequately explained 
by differences in risk. But over a period, the total return in industries 
subject to great risks should equal that in industries subject to slight 
risks if the classical theory of “equalization of risk’’ really operates. 
Without complete data for at least a ten or twelve year period, little can 
be said upon this point. But I doubt if persons committing their capital 
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For comparative purposes, a frequency distribution 
of earnings in 108 lines of industry during the year 1917 ‘ 
is presented in Chart II, side by side with that of the 
distribution of Sloan’s findings for 1927. A narrowing 
of the range of industrial earnings over the ten year 
period is to be noted (1917 was of course a war year) 


Cuart II. Frequency Distribution: Percentage of net incomes to 
invested capital for 36 industries in 1927 and for 108 industries in 1917. 
(“Under 5%”’ figure for 1927 includes one item which is a deficit.) 
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but no tendency towards any great clustering about a 
common center is in evidence. In fact, a greater pro- 
portion of the industries included in 1927 occupies ex- 
treme positions in the distribution than was the case in 


to most “risky” industries consider in even a quasimathematical man- 
ner the risks involved; if not, then “compensation for risk” is not the 
reason certain industries ‘“‘must’’ return more in the way of a profit. As 
a matter of fact, in most new industries, no actuarial computation of risk 
is at all possible. In this matter, as in so many others of the sort, hind- 
sight is more illuminating than foresight. 

4. Taken from R. C. Epstein, ‘Industrial Profits in 1917,” Quar- 
terly Journal of Economics, February, 1925. 








\WOCele 10T lived UISLIAVULIUE) 











STATISTICAL LIGHT ON PROFITS 339 


1917.5 It would be interesting to have roughly com- 
parable distributions for the intervening years. 

Thus for the material in Sloan’s book relating to the 
general level of profits among the leading firms in vari- 
ous industries; now, as to the fortunes of individual 
corporations. 

In most industries, the ranges are great indeed. In 
drug manufacturing, the American Druggists Syndicate 
in 1926 suffered a loss: — 3.30 per cent. The Lambert 
Company, however, earned 161.8 per cent. In agri- 
cultural implements, the Emerson-Brantingham Com- 
pany had a slight deficit, while the Caterpillar Tractor 
Company showed a profit of 22.00 per cent. These 
ranges vary, but in scarcely any industry is the return 
enjoyed by the highest firm less than twice as great as 
that received by the lowest. At the end of the chapter 
in which this list appears, Sloan comments upon the 
relation between earnings on invested capital and mar- 
gins of profit (or percentage of net profits to gross in- 
come) — which latter figures, for 235 of the 545 com- 
panies, he analyzes in another place. He finds that - 
there does exist some correlation, and generalizes as 
follows: ‘‘Not always, but in the majority of cases, 
those corporations which succeed in winning the widest 
margins of profit likewise show the greatest earnings on 
invested capital, and vice versa. Notable exceptions are 
.. . found in . . . Retail Trade and Meat Packing, 
where the volume of business and the rapidity of turn- 
over compensate for low margins” (p. 149). 


5. It should be remarked that the two sets of figures are not entirely 
comparable: one includes 32,000 firms, all of which in 1917 showed a 
net profit upon capital stock, the other comprises only 545 firms, mostly 
large corporations, of which the majority (but not all) in 1927 showed a 
profit upon investment. Broadly speaking, however, both sets of figures 
constitute selected lists of successful corporations. Neither contains an 
adequate sampling of the unsuccessful firms. For fuller explanation and 
qualification, see the studies in question. 
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While this conclusion holds so far as Sloan’s list of 
corporations goes, I am somewhat skeptical whether it 
applies to industry in general. Sloan does not, of course, 
say that any such correlation holds for aggregate ratios 
of return as between industries; and that it is true of 
the individual corporations in Sloan’s list may mainly 
be due to the small number of corporations included in 
the comparison (barely over 200, when Retail Trade 
and Meat Packing are excluded ° and to the fact that 
they are not distributed at all equally among the several 
industries included. Smallness and lack of evenness in 
the sample, in other words, may bring it about that the 
differences of turnover which exist do not exercise the 
same effect as might well be the case with a larger list. 
On the other hand doubtless the conclusion does hold 
that in any one industry, in the majority of cases, a high 
return upon gross income is accompanied by a high rate 
of earnings upon invested capital. 

One matter of great interest treated by Sloan remains 
to be examined. He lists the 50 corporations which 
stand at the top of the list in respect of having earned 
the greatest percentage of net to gross income in 1927, 
and undertakes to ascertain why these concerns stand at 
the top of the list. While in several cases the great size 
of the enterprise, and in other instances the peculiar 
circumstances of an industry, seem to account for a con- 
cern’s position, it is significant that many of these com- 
panies (about 20 out of the 50) produce goods which are 
specialty products in the sense of being branded or 
marketed under a distinctive trade mark. In auto- 
mobiles, in radio sets, in household equipment, even in 
food products, the articles produced by these success- 
ful concerns, while they compete with other articles, are 
in a sense monopoly products. Perfect competition, in 
6. Examine the list on pp. 63 ff. and see also p. 149. 
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the orthodox economic sense of identically homogeneous 
units of a good offered for sale simultaneously by several 
different producers, is entirely absent. The writer has 
long held that this fact explains in large measure the 
extraordinary profits made by many firms in the auto- 
mobile industry throughout most of its history; and 
others have stressed the fact that this ‘‘non-competi- 
tive” situation prevails in many, if not indeed in most, 
other industries.’ It is not possible in this place to discuss 
the significance of various price differentials (or sur- 
pluses above production cost) of this quasi-monopolistic 
sort for the theory of profits. While such value excesses 
are certainly far from being the only source of business 
profits, the interrelation of the theory of value and the 
theory of profits in this respect is obvious. Sloan does 
well to call attention to it in his analysis, especially 
since for a large proportion of his list of corporations, 
high returns upon gross income are accompanied by 
similarly large returns upon investment. 

Not only does Sloan’s list of the fifty highest firms 
in respect of the margin of profits show a large percent- 
age of companies whose goods are trade-marked, but so 
also does that of the fifty firms which enjoyed the great- 
est return upon invested capital. It is of some interest 
to examine the ten firms starting at the very top of this 
list. All earned above 40 per cent upon investment. We 
may cite the seven of the ten companies which produce 
trade-marked goods, adding where necessary the names 
of their principal products: Lambert Company (“Lis- 
terine”’) 181 per cent; Coty, Inc. (Coty’s perfumes etc.) 


7. Professor Edward H. Chamberlin’s work, The Theory of Monopo- 
listic Competition, soon to be published in the Harvard Economic Series 
(Harvard University Press), analyzes in great detail the application of 
this concept to the theory of value. Cf. also A. W. Shaw, “Some Prob- 
lems in Market Distribution,” Quarterly Journal of Economics, August, 
1912. 
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60 per cent; Canada Dry Ginger Ale Company, 58 per 
cent; Maytag Company (‘‘Maytag” washing ma- 
chines), 57 per cent; Curtis Publishing Company (Sat- 
urday Evening Post), 54 per cent; Nash Motors Com- 
pany, 48 per cent; Gabriel Snubber Manufacturing 
Company (“Gabriel” shock absorbers for automo- 
biles), 43 per cent. The remaining three of these ten 
highest firms are all mining companies. 

The newest additions to the literature of profits, even 
tho they leave us still without a sufficient body of data 
upon which to generalize either broadly or conclusively, 
take us much further towards this goal than have any 
of the other studies previously published. Certain 
things they do enable us to say with surety. We know, 
as the result of Crum’s work, the exact proportion of 
profitable corporate business, as distinguished from the 
number of profitable corporations. We know also that 
the average rate of return is, in some years at least, not 
over 2 per cent upon total assets or (converting this 
figure by means of the set of ratios which Crum gives *) 
about 4 per cent upon invested capital. Altho this return 
is low, it does not necessarily endanger the healthfulness 
of competitive industry by discouraging investment, 
for investments are made by individuals and corpora- 
tions in specific industries and trades — not in indus- 
trial groups or divisions in the large.’ But the summary 
figures which Crum has so competently compiled may 
be more significant in another direction: they may 
connote the utter wastefulness of the competitive sys- 
tem. If business losses (negative annual earnings) spell 
the ultimate loss of business capital (as sometimes of 

8. The net worth to total assets ratio as described above; taken from 
Crum, p. 234. 

9. Even the investment trusts, while affording a somewhat general- 


ized average or mixed share in industry to the investor, commit their 
funds to specific undertakings. 
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course they do), then to the extent that business or in- 
dividual capital losses also spell economic losses (a 
diminution of capital goods as well as of capital value, 
“‘physical”’ as well as “‘pecuniary”’ loss) the community 
may be worse off because of such failures. There are, of 
course, no data in Crum’s work which specifically show 
whether or not such is the case. Since none of the 
455,000 corporations can be identified, it cannot even be 
told how many of the same corporations repeated their 
losses in different years. 

Nor do Sloan’s results throw much light upon this 
general question, for they cover only a two year period, 
‘and furthermore relate only to the leading concerns. 
The names, however, are known, as are the individual 
rates of return upon investment. In spite of all qual- 
ifications which one may care to attach to these ratios 
because of variation in accounting methods, the peaks 
to which these rates ascend, together with the aggre- 
gate low rates disclosed by Crum’s study, nevertheless 
suggest how unequally the favors of a competitive 
system of free enterprise are awarded. 

But what is a necessary rate of return upon entre- 
preneurial capital, what is a “‘normal” rate of profits, 
what are the variations in earnings upon investment in 
different industries from year to year, — these things 
we do not yet know. Crum’s analysis is comprehensive, 
but except for a restricted period does not deal directly 
with earnings upon investment; Sloan’s analysis is 
specific, but includes only a selected list of corporations, 
and covers only two years. Neither work touches upon 
the earnings of partnerships or individual proprietor- 
ships; tho in this regard it is to be said that an investi- 
gation would be not only difficult in the extreme, 
but in these days perhaps not strictly necessary. What 
is needed ultimately, however, is a body of summarized 
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data that will in general be as comprehensive as Crum, 
in spots as specific as Sloan, and, above all, embrace 
at least an eight or ten year period in all its phases. 
But this is a counsel of perfection, and it may be long 
before such a study can be realized. Meanwhile, the 
two books that have just been discussed will serve the 
needs of economic science in more ways than one, and 
every person interested in the theory of profits must be 
grateful for their contribution. 


RaupuH C. Epstein 
Tue University oF BuFFALO 














INDUSTRIAL COMBINATION AS SURVEYED 
IN RECENT LITERATURE ! 


SUMMARY 


Introduction, 345.—Jones, 347.—Jenks and Clark, 348.—Watkins, 
350.—Seager and Gulick, 355.—Levy, 360.—Fitzgerald, 361.—National 
Industrial Conference Board publications: Mergers in Industry, 363; 
—Mergers and the Law, 366.—Alsberg, 369.—Toulmin, 370.— Javits, 
370.—Frederick, 371.—Conclusions: “the trust problem’’ a misnomer, 
372; many questions still unanswered, 373. 


OnE has become aware recently of increased mutter- 
ings, in public speech and private conversations, con- 
cerning the anti-trust laws. A labor leader states that 
the Sherman Act has little effect except the oppression 
of labor unions and should be repealed. A senator de- 
clares that the Federal Trade Commission is ineffective 
and should be abolished. A professor asserts that the 
laws are so effectively flouted or evaded as to be almost 
inoperative. Business men complain of the difficulties 
placed in the way of solving their problems of stability 
and profit. Conservationists see the law impeding a 
solution for the problem of protecting our resources. 

1. Eliot Jones, The Trust Problem in the United States. New York, 
The Macmillan Co., 1921. 598 pp. 

Jeremiah Jenks and Walter E. Clark, The Trust Problem. Fifth edi- 
tion, revised with the collaboration of John J. Quigley. Garden City, 
Doubleday, Doran and Co., 1929. 581 pp. 

Myron W. Watkins, Industrial Combinations and Public Policy. Bos- 
ton, Houghton Mifflin Co., 1927. 331 pp. 

Henry R. Seager and Charles A. Gulick, Jr., Trust and Corporation 
Problems. New York, Harper and Brothers, 1929. 719 pp. 

Hermann Levy, Monopolies, Cartels and Trusts in British Industry. 
Translated from the second German edition. London, The Macmillan 
and Co., 1927. 356 pp. 


Patrick Fitzgerald, Industrial Combination in England. London, 
Isaac Pitman and Sons, 1927. 232 pp. 
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Economists riddle the fetish of competition. With so 
much dim thunder on the horizon, it is not improbable 
that a storm is approaching. If the issue of these laws 
breaks into prominence in Congress at some not distant 
date, as seems probable, there will be angles enough to 
be heard, and conflicting expert evidence without end. 
It is this prospect which makes timely the collection of 
evidence as to what is being currently written concern- 
ing the control of industry. 

What will differentiate a general public discussion of 
the subject at this time from that of twenty years ago 
will be the absence of a concentrated emotional interest 
on the part of the public at large. By that sign may be 
roughly measured the revolution in our social criteria 
and in our business practises. No one can, in the face of 
the evidence, well deny the predatory character of the 
early ‘‘trust movement,” at the expense frequently of 
investors, and almost always of consumers, at least in 
intention. But the “New Freedom” was perhaps no 
more a protest against being robbed than it was a lamen- 
tation for a social order which was passing, the order of 


Mergers in Industry. New York, National Industrial Conference 
Board, 1929. 205 pp. 

Mergers and the Law (“prepared by”’ Myron W. Watkins). New 
York, National Industrial Conference Board, 1929. 153 pp. 

Carl L. Alsberg, Combination in the American Bread-Baking Indus- 
try. Food Research Institute, Stanford University, 1926. 148 pp. 

H. A. Toulmin, Jr., Millions in Mergers. New York, B. C. Forbes 
Co., 1929. 323 pp. 

Benjamin A. Javits in collaboration with Charles W. Wood, Make 
Everybody Rich—Industry’s New Goal. New York, B. C. Forbes 
Co., 1929. 300 pp. 

J. George Frederick, Modern Industrial Consolidation. New York, 
Frank-Maurice, Inc., 1926. 397 pp. 

For reasons of space it has been necessary to exclude books on trade 
associations and most of the books upon the European combination 
movement such as R. K. Michels, Cartels, Combines, and Trusts in 
Post-war Germany and Louis Domeratzky, The International Cartel 
Movement, as well as official documents and several books on special 
industries. 
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the small farmer, the small town, the independent pro- 
prietor, ‘‘a race of free men.” If we are robbed today, 
it is less conspicuously done. At any rate, the public is 
not excited about it. And to what Professor W. E. Dodd 
calls the ‘‘feudalization” of economic life we have sub- 
mitted, because we were unable to resist; with good 
grace, .because we are provided with more material 
things. 

We find ourselves, however, regulated by a code of 
laws which were the fruit of the earlier agitation. Con- 
cerning the operation of these laws, we are not quite 
clear. With respect to them there are various parties at 
interest. We seem somewhat uncertain, and therefore 
divided, concerning what sort of laws are required to 
facilitate the operation of this novel economic system, 
and to compromise most equitably the interests of the 
parties to it. Moreover, because we have accepted the 
new system we have no dramatic “‘cause”’ against that 
which dislodges the old. We speak less of ‘‘the trust 
problem” and more in terms of “‘the organization of the 
control of industry.” We are no longer implicated in a 
conflict of economic orders, but are considering what we 
shall do with the one we have. 

The appearance of Professor Eliot Jones’s The Trust 
Problem in the United States marked a distinct advance 
in the writing upon industrial combinations. In part 
this was due to lapse of time, since it was possible by 
1921 to achieve a position of detachment from the popu- 
lar agitation which had accompanied the process of 
combination in the earlier years of the century. Added 
to this more objective approach were the personal merits 
of discriminating analysis and lucid exposition. The 
chapters upon a number of important trusts displayed 
with great clarity the elements of the monopoly power 
attained. On special topics such as the effects of trusts 
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upon prices, anticipation versus reality with respect to 
economy of operation, and the complexities of public 
regulation of monopoly, the information was authentic 
and the analysis good. The legal chapters brought that 
phase of the question up to date, tho inadequately 
analyzing it. Concerning the topics covered it was open 
to little criticism, except perhaps on the score of a some- 
what uncritical use of official sources of information. 

The usefulness of the book was, however, mainly con- 
fined to the light it threw upon the historical episode of 
the making of the great corporate combinations. Nor 
was it quite adequate in that respect, since it did not 
carefully define the area of industry caught in the mo- 
nopolistic trend, nor assess the relative place of legal and 
economic forces in halting the drift toward corporate 
monopoly. By reason of the date of its appearance, the 
book could not include a statement of the more perma- 
nent effects of war-time experience with respect to in- 
dustrial control, nor foretell the changing character of 
the problem of monopoly. Consequently, one soon be- 
gan to feel that if the end of such writing was knowledge 
of the environment in which he was immediately living, 
made available for assisting in the formation of appro- 
priate public policy, something more was necessary than 
could be found in this book. A wider scope than Pro- 
fessor Jones permitted himself and more recent informa- 
tion than was available to him were required. 


These considerations furnish the reason for the dis- 
appointment which follows the reading of a revised edi- 
tion of the well-known text, The Trust Problem, by the 
late Professor Jenks and President Walter E. Clark. 
No one who knows the range of pioneering work done 
by Professor Jenks in the investigation of trusts will be 
inclined to discount his services in that field. On that 
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account, the present edition of Jenks and Clark is some- 
thing in the nature of a disservice to his memory. Its 
tone and most of its material are carried over from the 
pre-war discussion of trusts. In spite of the inclusion of 
new material, it lacks the perspective which is required of 
a contemporary work in this field. In the introduction, it 
is presumed that increased data and extended experience 
permit more definite conclusions “‘about the economic 
principles that apply and legislation that is probably 
wise.” In spite, however, of a parade of statistical evi- 
dence, one has a feeling that the conclusions do not arise 
out of the evidence, but are of the same a priori sort 
which were as readily deduced in 1900 as in 1929. The 
text is marred by loose statements, unsupported by 
evidence, as for example, “‘the ten-year period which has 
followed the Great War has witnessed no lessening in the 
growth of Trusts. If anything, Trusts seem to have de- 
veloped on a wider scale than ever before, until at the 
present time a large proportion of our major industries 
appear to be under the control of industrial monopo- 
lies” (p. 45). If such is the case, we want to know it, but 
more evidence is required than that a stock-holding case 
has been brought against Swift and Co. under the Clay- 
ton Act, or that the price margin between crude and 
refined oil has latterly somewhat increased. There are 
one or two cases of what appear to be flat contradictions, 
as when the oil refineries are given a clean bill of health 
on page 47 and suspected of price-control on page 114. 
The statistical charts on sugar, oil, and steel in the chap- 
ter on ‘Prices’ are interesting and enlightening, but 
they appear hardly to support any general conclusions. 
Certainly, nothing in the statistical evidence supports 
the conclusion drawn that trusts achieve economies 
which are not properly shared with consumers, wage- 
earners, or stockholders. The chapter on court decisions 
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is given over to synopses of twelve decisions, but gives 
no careful analysis of the present state of the law. The 
present system of legal and administrative control is 
pictured as a failure, but in advocating a régime of 
price-control, no consideration is given to the adminis- 
trative complexities involved. Indeed, it is stated that 
the problem of control would be “simplified” (p. 312). 
It is perhaps unnecessary to pick further flaws in a book 
which, however useful in its earlier manifestations, 
seems today singularly lacking both in well-ordered 
presentation of facts and in discriminating analysis of 
the present problems of industrial organization and con- 
trol. One supposes that this edition is a “‘publishers’ 
job,” attempting to “‘cut in” again on the textbook sale. 


Professor Watkins’s Industrial Combination and 
Public Policy differs remarkably from the run of books 
designed for textbook use in that it is not made to serve 
as the repository for innumerable facts and figures. It 
is in plan less a display than an analysis of the evidence 
upon which may be founded an intelligent opinion con- 
cerning public policy toward the organization of indus- 
trial control. It is a book which could have been written 
only upon the basis of extensive knowledge, and Pro- 
fessor Watkins’s specific opinions, one judges, really de- 
rive from such knowledge. What he presents to his 
readers is, however, a series of analytical and highly 
theoretical excursions, which cumulatively support 
specific recommendations as to public policy. In effect, 
the book is a sustained argument. What makes it the 
most important and stimulating recent contribution to 
this field of inquiry is the extraordinary versatility and 
comprehensiveness of thought which are applied to the 
marshaling of the evidence. 

To place the combination movement in perspective 
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Professor Watkins constructs a historical background, 
wherein the principle of change is the enlarging area of 
individual freedom of action. The dominant opinion in 
favor of free initiative being given, the problems of 
practical economic policy are thereby amenable to a 
limited range of solutions. The combination movement 
having been interpreted as “‘part of a necessary adapta- 
tion of industrial organization to the requirements of a 
new technology” (p. 26), the subsequent analysis turns 
mainly on the question whether the trust movement 
(combination to the point of monopolistic control) was 
the natural outcome of the search for economy and 
efficiency. The answer is deemed to be crucial. Ap- 
proaching the question from a variety of angles, Pro- 
fessor Watkins makes them converge upon the general 
conclusion that in the manufacturing industries there 
are no economies that cannot be attained short of mo- 
nopoly control. Presumably, the actual basis of such a 
conclusion is the failure to discover any case of mo- 
nopoly power not explainable on other grounds than 
efficiency. For purposes of analysis, however, a series of 
independent tests is devised. For example, the view 
that the motive for trust-making was “‘a sort of remorse- 
less profit-seeking”’ is based primarily upon statistical 
evidence that from 1890 to 1904 trusts were mainly 
formed during years of increasing business prosperity, 
backed by certain observations concerning the low state 
of social morality and the archaic structure of the law. 
Likewise, ‘‘the alleged economies of combination” are 
examined seriatim, by way of testing ‘‘mainly on deduc- 
tive grounds” the reality and scope of both technical 
and commercial economies, with highly skeptical reflec- 
tions upon their probable outcome in monopoly. It con- 
sequently ensues that the advantages accruing to com- 
bination beyond the point of economy are of merely a 
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“tactical” character, under which category are placed 
the various types of ‘‘unfair competition,” leading to 
the suppression of competition and the attainment of 
market control. 

The case for monopoly having been thus theoretically 
demolished, there remains the task of making a positive 
case for competition as serving the general weal. This 
necessitates uncovering a meaning for the term “ wel- 
fare,”’ which Professor Watkins proceeds to define prag- 
matically as “‘an abundance of the things essential to 
human existence, and beyond that of what is conducive 
to comfort” (p. 84), an aim which he accounts as suffi- 
ciently pervasive to dictate popular feeling upon ques- 
tions of economic policy. A telescoped account of the 
theory of competitive and monopoly price-making leads 
to the theoretical conclusion that competitive organiza- 
tion of industry best promotes the common welfare by 
reason of its more effective utilization of economic re- 
sources, except where diminishing costs continuously 
emerge with increasing scale of production. Since 
diminishing costs have been already disposed of, except 
in the case of recognized and already regulated public 
service industries, Professor Watkins is led to prescribe 
the maintenance of competition as the basic principle to 
be applied to public policy toward the control of indus- 
try. Tho forestalling, by ready admission, the obvious 
objections that his argument ignores the imperfection 
of the competitive process, the unequal value of the 
dollar to different persons, and indirect social losses, he 
nevertheless sticks to his principle. And thereby, it 
seems, he impoverishes by half what was by way of be- 
coming a thoro review of the whole range of debatable 
issues concerning not merely the economic, but the 
wider social effects of industrial concentration. A dog- 
matic belief in competition helps but little toward a 
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policy for the control of the petroleum and coal indus- 
tries. Nor can any theory of common welfare exclude 
the phenomenon of contiguous wealth and poverty. 
Nor does any theory of perfect competition assist much 
toward a solution of the problem of industrial stability, 
as it presents itself in our environment, and as it is being 
experimentally attacked by codperative action within 
the several industries. One feels grieved, and a little 
cheated, that Professor Watkins, by hiding behind a 
formula, should have robbed us of his reflections upon 
some of our more immediate and pressing problems of 
control. The appeal to ideal competition as a guide to 
policy may have savored of reality a generation ago, but 
it sounds much like mythology today. 

Of the brief accounts in Part II of combinations in the 
steel, agricultural implements, glass, paper, and corn 
products industries, little more need be said than that 
they are extremely well done, and that they reinforce 
the earlier analysis of the reasons for the formation of 
quasi-monopolistic combinations. An indefinite multi- 
plication of such studies as those of the glass and paper 
industries would probably be more to the point, in the 
interests of wise public policy, than any other kind of 
information. In this part of his work is exhibited one of 
the most valuable of Professor Watkins’s characteris- 
tics, his bent toward experimenting with methods 
whereby to judge the effects of combinations. As an 
example, the declining ratio of ‘‘return to capital” to 
“value added by manufacture” is adduced as indirect 
evidence of the repressive effect upon technological de- 
velopment of the stabilizing policy of the United States 
Steel Corporation. If such tests appear indecisive, they 
at least show how attenuated are the means at our dis- 
posal for judging what the economic effects are of the 
present organization of economic control. In these 








354 QUARTERLY JOURNAL OF ECONOMICS 


studies, as elsewhere in the volume, attention is called 
by the author to the vast areas of our present ignorance, 
as, for example, the lack of evidence upon the extent to 
which monopoly power is exercised through surreptitious 
agreements between independent enterprises. 

To most persons already somewhat familiar with the 
writing upon trusts, it is probable that the extended 
chapter in Part III upon the legal aspects of combina- 
tions will appear the most original, and in some respects 
the most enlightening part of the book. The form of the 
exposition is, first to examine the origin and meaning of 
the common law offenses of “restraint of trade,” ‘‘con- 
spiracy to monopolize,” and “unfair competition,’’ not- 
ing their American variants, and then to analyze the pro- 
cess of adapting, supplementing, and extending their 
meaning by legislation and court decisions. There is 
here no summarizing of legislation and decisions, but 
rather an account of the rules of law as they have cumu- 
latively emerged, and a running critical commentary 
upon those rules. The point which Professor Watkins 
seems most intent upon demonstrating is the existence 
of two distinct rules concerning restraint of trade: one, 
deriving from the distinction between direct and indirect 
restraint, applicable to codperative or associative action 
of independent enterprises; the other, deriving from the 
“rule of reason,”’ and applicable only to corporate com- 
binations. Apparently it is the author’s opinion that the 
rule of directness, estopping the elimination of competi- 
tive conditions in markets, was a sufficient and more 
adequate general rule, and that the rule of reason was a 
heavy-handed application of a common law rule to un- 
like circumstances, which “‘makes conviction for con- 
trol of the market difficult if not practically impossible” 
(p. 261) and furnishes no “‘solid ground for the building 
up of precedents regarding what constitutes reasonable 








INDUSTRIAL COMBINATION 355 


or unreasonable conduct” (p. 261). This crystallizes 
what must have occurred to many persons as anoma- 
lous, why firms controlling 50 per cent of a market’s 
supply restrain trade by agreeing upon output, but do 
not if they submit to unified corporate control. By 
showing the trend, under the “rule of monopoly,”’ for 
courts to emphasize intent, rather than the form of con- 
spiracy, Professor Watkins would appear, however, to 
temper the sting of his criticism of the rule of reason. 
In concluding this survey it appears to the author that 
the Federal Trade Commission, by promoting higher 
standards of commercial conduct, has accomplished 
“‘the outstanding development of recent years in the 
evolution of the law relating to the organization of in- 
dustrial control” (p. 273). 

The foregoing account of Professor Watkins’s analysis 
makes it almost unnecessary to add that his specific re- 
commendations run to a further extension of the Wil- 
sonian policy of legislative regulation and administra- 
tive supervision, involving greater publicity for business 
practises and finances, wider powers for the Federal 
Trade Commission, and the extension of the policy into 
the state jurisdictions. There is displayed in this book 
more thorogoing analytical ability than is to be found 
in any other American book upon the subject, as well as 
a cool scientific temper which makes it distinguished. 
It is this very fact which makes it the greater pity that 
he has avoided all mention of the natural resource in- 
dustries, has seemed to resurrect the obsolete sport of ra- 
tionalizing the competitive system into an engine of wel- 
fare, and in particular has failed to come to grips with 
the constructive effort to achieve economic stability. 


Seager and Gulick’s Trust and Corporation Problems 
is the first extensive new general treatise upon industrial 
combinations in the United States to appear since 1921. 
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The rapidity of development in American industry and 
the developing content of the law seem to require some 
such general volume at least every ten years. The pres- 
ent volume, exhibiting Professor Seager’s long study and 
intimate knowledge of the problems of industrial con- 
trol, promises to perform for a considerable period the 
services that have recently been performed by Professor 
Jones’s book, and earlier by Professor Jenks’s. 

In certain respects, the authors have followed conven- 
tional lines, as in selecting the oil, steel, tobacco, and 
harvester trusts for extended examination. It is the 
weakness of books primarily designed for textbook use 
that they travel over so much ground that has been 
adequately covered before, thereby stealing the space 
that might have been used for extending our knowledge. 
It seems fairly plain that, at the present time, what is 
needed is information concerning the structure of indus- 
tries and the reasons therefor. Admitting, however, the 
necessity of repeating hackneyed material in a textbook, 
it would appear that the history of trusts might well be 
made a subordinate topic under the more general one of 
why industries are organized as they are. That would 
entail a good deal of careful analysis based on a wide 
range of facts. It would show whether and in what cases 
trusts grew out of conditions of cutthroat competition, 
out of presumed possibilities of economy, out of relent- 
less exploitation, whether with or without tariff favors, 
whether on the basis of control of raw materials or not, 
and so on. It would necessitate also an adequate state- 
ment of the causes for the disappearance of trusts, with 
appropriate examples and weighing of financial, eco- 
nomic, and legal factors. And it would require a little 
speculative analysis of the reasons for the present or- 
ganization of various important industries, by way of 
striking a balance between legal and economic factors. 
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With the two hundred and fifty pages which they devote 
to pools, corporate trusts, and trade associations, the 
present authors might have made an important contri- 
bution to our knowledge and thinking. Using the space, 
however, for a few special cases, and those cases with one 
exception examples of successful trusts involved in dis- 
solution suits, an entirely undue weight is given, on the 
one hand, to the corporate expression of monopoly, and 
on the other, to the legal aspects of the limitation of 
monopoly power. This distortion is intensified by being 
followed by more than two hundred pages of legal his- 
tory. Were the authors pointing less directly at a state- 
ment of public policy, they might more easily be for- 
given for withholding facts and analysis essential to the 
formation of an intelligent opinion. 

One hastens to add that, on the plan adopted, the 
treatment is marked by unquestionable competence. 
The trusts considered are thoroly treated, and chapters 
9 and 11 on the recent history of the tobacco and petro- 
leum industries are especially valuable. The legal chap- 
ters, by reason of bringing the subject down to date, 
including trade association as well as consolidation cases, 
and digesting cases arising out of Federal Trade Com- 
mission as well as Department of Justice initiative, pro- 
vide the most satisfactory general summary to be found. 
The value of these chapters is, however, unfortunately 
that of a summary only. Professor Watkins might 
profitably have been emulated here, by subjecting the 
court decisions to critical scrutiny and consolidating the 
results at the end of the legal exposition. 

If in its more conventional parts the book reads much 
like “‘another textbook,” tho a superior one, it has two 
related but separable merits wherein its superiority is 
unquestionable. One is the greater breadth of scope. 
At the beginning, this leads to giving proper emphasis to 
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American corporation laws as definitive factors in di- 
recting the combination movement along the path it 
took. In the middle, it leads to definite treatment of the 
less formal agencies of control. And at the end, it places 
the American movement against its European counter- 
part for comparison. Behind the broader scope lies the 
general orientation of the book. What Professor Seager 
and Professor Gulick are really interested in is “ra- 
tionalization,” or ‘‘complete control of the economic 
system.” They have no bogey men and no graven 
images, no competitive system and no system of private 
or regulated or government monopoly to defend or con- 
demn. What they visualize is the problem of a people, 
on the basis of detailed knowledge and past experience, 
devising in detail the varied forms of organization and 
agencies of control which will cause industries, severally 
and collectively, to minister to the common material 
good. It is the very adequacy of this orientation which 
brings out the extent of their failure quite to complete 
their task. On this point it may be enlightening to use 
their final recommendations as a basis for comment. 
Briefly, they look to federal incorporation, prevention 
of unfair competition, and enforced publicity as basic 
policies, accompanied by encouragement of centralized 
control in natural resource industries, greater liberality 
of the law toward concerted trade policies, and an open 
mind toward corporate combination, with a predisposi- 
tion in the latter case to make economy and stability the 
grounds of legality. Plainly the last three of these re- 
commendations represent a certain tenderness toward a 
movement in the direction of monopoly. In the case of 
monopoly control for the conservation of resources, the 
reasons are established, but. hardly a hint is vouchsafed 
concerning how the feat is to be accomplished. In the 
case of permitting trade associations to move in the di- 
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rection of cartels, the ground is not prepared by any 
adequate analysis of the conditions of industrial sta- 
bility, nor is there any consideration of the problem of 
administrative regulation. Indeed, on this point and on 
the policy to be pursued toward corporate combina- 
tions, the reader is left but vaguely aware of what the 
authors do think wise. Having become convinced that 
the combination movement “‘is essentially a movement 
making for economy, efficiency, and better relations in 
industry” (p. 665), they are utterly vague as to agencies 
of control. Applauding the “‘larger ends” to be reached 
by rationalization, they still warn us of the dangers of 
“imposing new regulative tasks on the authorities” 
(p. 668). But recognizing the need for ‘‘regulative ma- 
chinery to prevent abuses of monopoly power” (p. 671), 
they recommend merely ‘guidance and leadership.” 
One has a feeling of extraordinary disappointment at 
discovering that such highly informed students as Pro- 
fessors Seager and Gulick have seemingly not the slight- 
est idea on what lines to reconstruct our administrative 
machinery to promote the ends held in view. Disap- 
pointment turns almost to dismay when, checking their 
views against those of Professor Watkins, the basic 
views of equally well-qualified observers are found to be 
so fundamentally opposed. Unless some better guide 
appears, the injection of this subject again into the arena 
of legislative conflict will find the disinterested forces in 
a state of sad mental confusion. 

In sum, the authors of this book have done a great 
deal for us by way of conveniently summarizing a mass 
of concrete information and presenting the issues of in- 
dustrial control in the light of the contemporary or- 
ganization of industry. They have written a good text- 
book, admirable in style and tone. But they afford little 
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assistance in helping one to determine what, concretely, 
should be done beyond what is already being done, or 
indeed whether much of anything should be done. 


The new edition of Professor Levy’s standard work on 
Monopolies, Cartels and Trusts in British Industry 
calls attention again to the fact that he has accom- 
plished for a study of British industry a task which has 
never been done for American industry. Passing over 
the valuable historical chapters, it is in Part III, running 
to only 158 pages, that Professor Levy makes his dis- 
tinctive contribution. After analyzing the relatively 
late appearance of extensive combination in English in- 
dustry, he proceeds to differentiate, by industries, the 
spheres of active competition and of some considerable 
degree of monopoly. He inquires why competition is 
prevalent in its various spheres and why monopoly ap- 
pears where it does. He thereupon sketches the agencies 
of monopolistic control in some twenty different indus- 
tries, and finally considers the prospects of industrial 
monopoly in Great Britain in the light of the important 
limiting factors, of which free trade (virtual free trade) 
is the most important. 

One is impressed by the relative importance of the 
cartel as the form in which monopoly control is exercised 
in England. In any future amendment of the agencies of 
control in the United States, the most important ques- 
tion is apt to be whether, and to what extent, cartelliza- 
tion is to be permitted. To an American, accustomed to 
legal restriction, the most extraordinary aspect of the 
English situation is the continued high degree of laissez 
faire. Where intervention is advocated it is, by an in- 
teresting convergence of different groups of economic in- 
terest and opinion, quite generally in the direction of 
creating more monopolistic agencies of control. 
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The only important criticism to be made of this book 
is a certain lack of coherence between the author’s a 
priori ideas and his detailed facts. He proposes a pendu- 
lar theory of the necessary “‘historical alternations of 
monopoly and competition” (p. vii) and thereupon 
seems to show why monopoly, effectively used, is un- 
likely to characterize English industry generally except 
under a protective tariff system. Inclining, moreover, 
to believe the organization of monopolies a necessary 
aspect of the “‘rationalization”’ of the worid’s industries, 
he nevertheless hesitates to recommend the tariff legisla- 
tion which would permit that eventuality in British in- 
dustry. If one permit Professor Levy to cherish his pet 
idea undisturbed, he must be given credit for perhaps 
the most compact analysis from detailed facts to be 
found in the literature of industrial combinations. In 
making his revision Professor Levy has been able to 
draw upon a large new body of official documents, in 
particular the valuable Report of the Committee on 
Trusts. It is perhaps this easily available information 
and the absence of anti-trust legislation which enables 
him to define so clearly the areas of competition and 
quasi-monopoly. Certainly the absence of any extended 
recent survey of industrial control, and the secrecy en- 
gendered by the law, at present block the path to any 
real knowledge of the extent and degrees of monopoly 
control in the United States. A reading of Professor 
Levy’s book illuminates by reflected light the American 
monopoly problem, by calling attention to such distinc- 
tive features as our situation with respect to raw ma- 
terials, tariff duties, and foreign and domestic markets, 
as well as by suggesting certain relevant questions con- 
cerning the wisdom of our policy. 


Mr. Fitzgerald’s little book on Industrial Combina- 
tion in England is also of a sort greatly needed, and not 
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available, for the United States. The entire text, except 
for brief introductory and concluding chapters, is taken 
up with accounts of the organization of twenty-three 
important industries, with the object of disclosing the 
extent to which competition has given place to central- 
ized: control, and of analyzing the economic effective- 
ness of the existing forms of organization. With extra- 
ordinary economy of space, one is introduced to the 
leading firms, the extent of their control of the market, 
the constituent members of ‘‘combines,” the nature of 
the various trade associations, the price and production 
policies followed, earnings records, and economic factors 
affecting the relative success or failure of monopolistic 
or quasi-monopolistic control. The book is much less 
ambitious in scope than that of Professor Levy, being 
not at all concerned with the early history of monopoly, 
or with delimiting the spheres of competition and mo- 
nopoly respectively, or with extensive general analysis 
of the combination movement. But, in the field which it 
covers, the information supplied is both more extensive, 
more exact, and more intelligible. While Professor Levy 
is more concerned with generalizations, both inductive 
and deductive, Mr. Fitzgerald supplies the sort of raw 
materials which any one must have in order to give him 
an adequate grasp of the varied and concrete problems 
of industrial monopoly. In the face of the evidence as to 
the extent of concentrated control, one finds the very 
mild conclusions a little surprising. But Mr. Fitzgerald’s 
advocacy of “a mild form of government supervision 
supported by publicity and by the force of an enlight- 
ened social opinion” (p. 214) is based both upon the 
past performance of the combinations studied and upon 
certain visible and theoretical limitations upon their 
power. Like Mr. Watkins, he is convinced that the mo- 
tive of efficiency does not ordinarily necessitate com- 
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bination to the point of monopoly, and he concludes 
that ‘‘Free Trade is the primary safeguard against mo- 
nopoly”’ (p. 207), supported as it is by actual or poten- 
tial domestic competition, and by fear of public opinion 
and of government supervision. The most surprising 
observation is that existing trusts are not derived mainly 
from an earlier process of concentration, but that ‘“‘it is, 
as a rule, only in those trades in which the economically 
profitable unit has remained relatively small that trusts 
have been established” (p. 204). This view, apparently 
in direct contradiction of Professor Levy’s conclusion 
that ‘‘the basis of English cartels and trusts is in every 
case concentration” (p. 288), appears to have some sup- 
port in the earlier descriptive chapters. Tho the truth 
probably, as usual, lies somewhere between the ex- 
tremes, Mr. Fitzgerald makes it plain that the custom- 
ary analysis of modern monopoly control as the out- 
growth of extreme concentration is quite inadequate. 


Mergers in Industry and Mergers and the Law are 
additions to the series of National Industrial Conference 
Board publications, which have previously included 
titles upon trade associations and upon the regulation of 
competitive practises. The first of these newer publica- 
tions, heralded in the preface as a limited experiment in 
the attempt ‘‘to examine in retrospect and in a spirit of 
scientific inquiry the extent and significance of this im- 
portant trend in American industrial life,”’ is given over 
to elaborate statistical data, and to inferences there- 
from. It is a new kind of book in this field. The pri- 
mary topics are profits, security values, operative effi- 
ciency, industrial research, industrial fluctuations, and 
price movements. As an attempt to break new ground 
in the use of the quantitative method, it has all the 
marks of being a sincere scientific effort, and on that 
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ground deserves the attention of all that class of people 
who were, for example, interested in Mills’s Behavior of 
Prices. Chapters 5, 7, and 8 are those wherein new 
ground is broken. 

In chapter 5 a labor-time-per-unit test of efficiency is 
applied, in comparing the large consolidated enterprises 
in eighteen industries with the smaller independent 
enterprises. It is impossible to summarize in this case, 
or in the others to be mentioned, the terms upon which 
the data are arranged and compared, but it should be 
stated that they are in all cases made admirably explicit. 
The manner of tabulating and stating the results is in- 
dicated by the following examples. It was discovered 
that for the year 1926 consolidated firms were superior 
in eleven out of sixteen industries, tho decisively so in 
only three. For the period 1921-26 the relative prog- 
ress in efficiency shows consolidated firms leading in 
nine industries, independents in four, with insufficient 
evidence in five; wherefrom it is concluded that “‘in- 
dustrial consolidations have not impeded technological 
progress” (p. 108). Whereunto is added the gratuitous 
information that ‘‘they have been among the foremost 
leaders in experimenting with and introducing time- 
saving methods of production” (p. 108). Again, chapter 
7, on “Consolidations and Industrial Fluctuations,” 
takes employment as the measure of stability. Since the 
data are available (in the Census of Manufactures) only 
for whole industries, these are classified into groups A, 
B, C, according to the extent to which consolidation has 
proceeded. Specimen years are used, to eliminate 
trends, and the procedure is to find the average varia- 
tion of months from the yearly average. The trend of 
variation is then independently computed for each in- 
dustry upon a base of the average for the years 1899, 
1904, 1909, and 1914, and these results are translated 
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into a composite index for each of the three groups. A 
somewhat similar procedure is adopted in chapter 8, 
“‘Consolidations and Price Movements,” which is the 
most interestingly experimental of the book, but pre- 
sents aspects too complex to be reviewed here. 

There are two types of comment to be made upon 
this book. One has to do with its scientific performance 
— the statement of the problems, the data used, and 
the procedure followed. On these technical points 
space does not permit discussion, nor do we feel com- 
petent to speak on some of them. The other has to do 
with the conclusions which are drawn from the statisti- 
cal exhibits. As these, conveniently placed at the end of 
sections and chapters and in a final chapter, begin to 
create a cumulative effect upon the mind, one enter- 
tains a growing feeling that he is being hoaxed. As one 
reads along, he questions whether the pat and quotable 
conclusions arise out of the data. When at the end he 
casts them up, he may well entertain the idea that a 
covert plea for laissez faire toward concentration has 
been imposed upon his attention under cover of an im- 
posing scientific disguise. This impression is heightened 
by the fact that the monopoly motive in the earlier com- 
bination movement is never alluded to, but only mo- 
tives of economy. Again, as on page 125, when a result 
appears apparently unfavorable to the group of highly 
concentrated industries, one is warned that “‘it is not to 
be concluded that... consolidations promote irregu- 
larity,”” which is doubtless the correct view, but not a 
good guide to the way in which even less conclusive evi- 
dence is elsewhere interpreted. One’s patience snaps 
when in almost contiguous sentences on page 134 is it 
stated that the evidence is ‘‘inconclusive”’ (the correct 
statement), and that it points to the mitigating effects 
of consolidations upon the irregularity of employment. 
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The book is one with two souls, one scientific, one 
propagandist. No doubt the informed reader need not 
be misled, having learned that books issued by the Na- 
tional Industrial Conference Board must be discounted 
for bias, and he may merely be thankful that the Board 
engages competent economists to prepare useful and in- 
formative studies. But unfortunately, in the uses to 
which a book like this will be put, the a priori opinions 
upon policy will have the appearance of being reinforced 
by scientific knowledge. Few people will ever read the 
statistics, but many will be impressed by them. 

A good antidote to this misleading study is to check it 
against Part III, chapter 2, of Recent Economic Changes 
on ‘‘The Changing Structure of Industry,” by Willard 
L. Thorp. Tho less ambitious in character, it covers 
somewhat the same ground as an attempt to secure 
some knowledge of earnings, costs, and stability of em- 
ployment, prices, and production relatively to the scale 
of production and financial control by a process of statis- 
tical comparison. Tho the results show the difficulty of 
arriving at conclusive evidence in this field, there is an 
unquestionable scientific integrity about the study. It 
has an additional interest in summarizing the extent of 
the present ‘“‘merger movement” in different spheres of 
industry, trade, and finance. 

Mergers and the Law is credited in the preface to 
Myron W. Watkins, “under the general supervision of 
the Staff Economic Council.’”’ This study proceeds upon 
the theory that the court interpretation of the anti- 
trust laws — in particular the Sherman Act — has re- 
sulted in the emergence of four distinct branches of the 
law, all of them concerned with adjusting the public 
policy of free competition to the existing economic facts. 
Excluding one of these, — the application of the law to 
labor organizations, — the primary legal questions are: 

















INDUSTRIAL COMBINATION 367 


(1) What limits exist to the absorption of competitors 
by a great corporation? (2) What features of business 
policy may be regulated jointly by a group of competi- 
tors? and (3) What measures are permissible for drawing 
trade from competitors? The present monograph is 
concerned only with the first of these questions. 

The body of the text is taken up with an analysis of 
legal decisions under the Sherman Act. Three periods 
are distinguished. The first, 1890-1904, is marked by a 
belief in the inability of the courts to reach consolida- 
tions; 1904-11, by a belief in the illegality of combining 
formerly competing units; 1911-—, by a definite legal rule 
that consolidations are not per se illegal, but that legality 
depends upon intent and conduct. Under the “‘rule of 
reason,” intent becomes the criterion of legal status. 
Intent is discoverable through conduct, by industrial 
results, by policy toward competitors, and by evidence 
of arbitrary market control. The United States Steel 
Corporation case is considered the most significant case, 
as establishing the principles (1) that size ‘‘is not by it- 
self a factor determining the legal status of the organiza- 
tion” (p. 75), and (2) that “‘a corporate consolidation 
formed in violation of the anti-trust law may, by re- 
forming its business policies, remove itself from the 
penalties of that law” (p. 75). Chapter 4, the most 
interesting and provocative, is an attempt to ‘‘deduce”’ 
from the decisions reviewed a set of ‘‘principles”’ of law- 
fulness in consolidations, and to construct an economic 
rationale for each principle. The important deductions 
are that original size is of importance only as possible 
evidence of intent to monopolize, and that there are 
practically no limits upon the subsequent ability to 
dominate the industry, in the absence of policies di- 
rected toward excluding competitors from the field. 
The accompanying economic reason is the desire not to 
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limit the scope of economical industrial organization. 
There is a useful survey of all more recent trust legisla- 
tion, leading to the comment that the movement is in the 
the direction of liberalizing the anti-trust laws, by spe- 
cial exemptions, at present extending to banks, unions, 
shipping companies, export associations, railroads, tele- 
phone companies, insurance companies, and agricultural 
coéperative associations. It is presumed that the trend 
will continue in this direction. 

The final chapter disregards limits in the scope of the 
inquiry, and ranges over the whole field of the philoso- 
phy and practise of trade regulation. It is in this chap- 
ter that most readers will find occasion for the sharpest 
dissent or approval. In view of the tone of the opinions 
expressed, it is to be supposed that the Conference 
Board and not Mr. Watkins will take responsibility. 
In a general way, they coincide with Mr. Watkins’s be- 
lief in the wisdom of the present policy of mixed legal 
and administrative control. But, whereas he insisted 
upon the need for more extensive regulation, apparently 
deplored the latitude given to mergers, and insisted that 
the rule of reason is incapable of giving definition to the 
limits of legality, the present study appears to commend 
the latitude given by the courts, to belittle the possible 
evil effects from combination, and to credit the cumula- 
tive effects of legal decisions with removing most of the 
uncertainties of the law. One may be pardoned for 
querying such obsolete sentiments as, ‘Economic law 
may be relied upon eventually * to release society from 
any wilful device of economic oppression”’ (p. 134). The 
bias of the Board being known and discounted, what re- 
mains is to the best of the writer’s knowledge, the most 
illuminating attempt to extract from the court records 
some definite and substantive meaning on the legality of 
2. Italics are the author’s. 














INDUSTRIAL COMBINATION 369 


corporate mergers. If one were to take any sharp issue 
with the general interpretation, it might be on the 
ground that the evidence presented does not support a 
legal latitude for mergers quite so wide as is stated to 
exist. It is quite to be expected that, the common hu- 
manity of judges having been discovered, a plausible 
case should be constructed against eventualities, to con- 
vince them that they have traveled farther than they 
were aware — and on the right economic road. 

Mr. Alsberg’s little book on combinations in the bak- 
ing industry, issued by the Food Research Institute, is a 
demonstration of what seems the correct path to know- 
ledge. I have not often seen a book so well combining 
detailed knowledge, analytical ability, and expository 
skill. The general plan of the analysis is to throw the 
particular circumstances surrounding production, mar- 
keting, and financial control in this industry against a 
background of the conditions which have been generally 
found favorable to concentrated control. To a history 
of the more important combinations is added an analyti- 
cal treatment of the limitations upon combination, as 
affected by the industry’s sources of material, its meth- 
ods of production, its scheme of distribution, and its 
problems of management. There is an excellent chapter 
upon methods of financing combinations, and a detailed 
analysis of the anti-social possibilities of combinations. 
In general, Mr. Alsberg refuses to be alarmed at the pos- 
sibilities, because of his skepticism toward the power of 
the combined enterprises to achieve any substantial ad- 
vantage over efficient independents. The very serious 
omission in the book is the failure to discuss the factors 
entering into local price-making. One would like to 
know whether local price-agreements are common, and 
the extent of local ‘‘market leadership.” Also, the men- 
tion of baking trade associations is entirely casual. It 
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would have been desirable to display their organization 
and their activities. Do they, for example, promote 
price-regulation? After all, even tho the Ward family are 
discovered not to endanger our food budgets greatly, 
there arises the evil suspicion that the monopoly prob- 
lem in this industry is related to informal agencies. This 
reflection leads to the further general observation, that 
concern for the more spectacular subject of gigantic 
trusts, operating on a nation-wide basis, has lead to 
neglect of the more parochial aspects of monopoly 
power. But such reflections do not lessen the respect for 
Mr. Alsberg’s volume, which we may hope to be a har- 
binger of many more, conceived on similar lines and 
executed with equal ability. 


Mr. Toulmin’s Millions in Mergers, tho written in a 
disjointed, semi-literate style and devoid of any serious 
economic analysis, is packed with little bits of informa- 
tion about a large number of actual mergers. Stressing 
the non-monopolistic intent and scope of most mergers, 
the author seems to attach little importance to the 
Sherman Act as a deterrent to consolidation, and even 
to assume the legality of all mergers demonstrably lead- 
ing to economies. The following passage sufficiently il- 
lustrates the bias of the book: ‘‘No single govern- 
mental factor in the entire history of the United States 
has been as injurious to business as the Federal Trade 
Commission” (p. 312). Little comment seems called 
for upon a book that brays its blatant ineptitude. 

Tho, like Mr. Toulmin, Mr. Javits is a New York 
lawyer, his book, Make Everyday Rich, is of a different 
order. It is really a prose poem, an industrial Holy 
Grail or Locksley Hall. At breath-taking pace and 
without recourse to detailed fact, it analyzes in general 
terms the trend of industrial development, imposing 
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thereon a vision of the level of economic prosperity 
which is possible to America upon a basis of economic 
coérdination. Negatively, this end is deemed to neces- 
sitate the revision of present laws against monopoly and 
restraint of trade. Positively, it requires the imagina- 
tive realization of the common aim and function of in- 
dustry on the part of industrial leaders, and creative 
activity on their part to achieve it by complete co- 
ordination of the various parts of industry. Mr. Javits 
disclaims being Utopian. But he is exactly that, his 
agents being enlightened industrialists animated by the 
idea of service rather than of profits. 

“One might cynically dispose of Mr. Javits by dub- 
bing him a subtle agent of industrialists impatient of con- 
trol. But if he is that, he is also much more. For his 
dream is one that many who consider his agency in- 
adequate will share. He preaches a lesson of industrial 
responsibility not inapropos for a civilization increas- 
ingly guided by industrialists. This is a good book for 
professors to read by way of increasing their awareness 
of the range of economic ideas which, since the War, 
have been crystallizing into something like a New 
Testament of economic gospel among business men. 

Mr. Frederick’s Modern Industrial Consolidations 
is a well-written, well-documented discussion of the 
merger movement presumably addressed to business 
men. Conceiving the dragon of corporate monopoly to 
be slain, Mr. Frederick gives little space to the operation 
of the anti-trust laws, and conducts his discussion 
mainly on the planes of economic analysis and of the 
technique of consolidation. The economic analysis, if 
not always as penetrating as might be desired, does at 
least give a judicious statement of the circumstances 
which dictate the formation of larger business units. 
Unlike many other business writers, Mr. Frederick does 
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not understate the predatory aspect of the earlier trust 
movement, nor does he stoop to the boot-licking of 
business genius which defaces books like that of Mr. 
Toulmin. This is business literature on a high plane, 
written by a well-informed man, against whom one can 
merely complain that his opinions are colored by a 
somewhat optimistic view of the social results of busi- 
ness practice — a bias, however, perhaps no more pro- 
nounced than the opposite one which seems to run 
through the writings of the professors. 

The particular interest which attaches to the three 
foregoing books produced by business agencies or for a 
business clientele is the underlying philosophy which 
animates them all. This is that business leaders, re- 
leased from restraint, will so operate the economic 
system as to spread increasing bounties before all men. 
There is no hint of differential gain or conflict of inter- 
est. Laissez faire is a persistent philosophy, which can 
unblushingly swing from competition to benevolent 
monopoly as the argument against political restraint. 
It is at the least discouraging that a realization by 
business men of the necessity for agencies of coérdina- 
tion in the interests of economy and stability engenders 
no ideas of constructive agencies except such as they 
devise for their own control. The books written for 
them and by them give sufficient indication of where 
the weight of business influence will be pressed, when 
the anti-trust laws are again the subject of political 
debate. 


One reflection which comes to the mind upon reading 
these recent books is that ‘‘the trust problem’”’ is a mis- 
nomer for the contemporary problems of industrial con- 
trol. It has become necessary so to dilute the meaning 
of “trust” as to make it coextensive with any mani- 
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festation of monopoly power. There seems, therefore, 
no reason for not reverting to ‘‘monopoly” as the cor- 
rect general term, with such subordinate headings as the 
circumstances demand. But even the broad problem of 
monopoly is not what it was. We have with us still the 
administrative problem of how to prevent the exercise 
of monopoly power; combined with it, the problem of 
policy, whether in fact it is desirable to stifle monopoly 
all along the line. Since the question of policy is in some 
respects the more pressing, the initial problem is that of 
securing evidence concerning the present existence of 
monopoly power and concerning the specific industries 
toward which, if any, there is adequate reason for relax- 
ing the rule of competition. This search for evidence is 
complicated by the subtlety of the means of exercising 
monopoly power and indeed by the utmost uncertainty 
concerning in what it consists. What, for example, is 
“market leadership’? When is it consonant with com- 
petition and when a sign of monopoly? There is the 
additional complication of securing data and of de- 
vising tests for measuring the economic results of re- 
spective scales of operation in industries severally. And 
if the materialistic criterion of economical utilization of 
our resources should seem to dictate the relaxation of 
the rule of competition at points, that result must be 
checked against the possible administrative agencies 
and potential economic forces which will guarantee the 
public against exploitation. 

No purpose will be served, perhaps, by piling up ad- 
ditional questions of that sort. What one feels upon 
completing a survey of the recent books is that none of 
them is as yet answered with any certainty. It may be 
conceded that the regulation of competitive practices 
has had many desirable results and that compulsory 
competition is as satisfactory a policy as any while we 
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are getting our bearings. It may perhaps be also con- 
ceded that competition has a vitality which, even under 
the present industrial structure, makes us less open to 
monopolistic exploitation than might be supposed, and 
even that the logic of monopoly is in many cases itself 
opposed to exploitation of the consumer. But it is not 
proved that either more extensive mergers, or the de- 
velopment of cartels, would not promote the more effec- 
tive and stable utilization of our resources. Nor can we 
forecast the effect of such a development upon the rela- 
tive stability of prices, output, and employment, and 
upon the relative remuneration of wage-earners and 
profit-takers. 

Contrary to the familiar proverb, to the student it is 
what one doesn’t know that does hurt him. What is not 
known concerning the meaning of the anti-trust laws it 
will be necessary to wait in patience until the docket of 
the Supreme Court illuminates. Our more remediable 
ignorance is with respect to the organization and exer- 
cise of industrial control in detail. Filling this gap would 
entail a stupendous amount of research into the or- 
ganization of the several industries. It can probably 
only be accomplished by adding to the studies of in- 
dividuals and research institutes a range of information 
which can only be secured by extensive activity of the 
Federal Trade Commission armed with additional 
powers. For some time now research agencies have been 
peculiarly occupied with monetary and cyclical studies, 
but strangely little effort has gone into the search for 
information upon which to base a policy of industrial 
control. Unless that situation is speedily remedied the 
awakening forces interested in a revision of industrial 
policy will be able to force upon Congress ex parte allega- 
tions and reasonings unilluminated by adequate knowl- 
edge and disinterested analysis. 
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There is at present no evidence whatever that con- 
siderations of either technical or commercial efficiency 
dictate the development of corporate monopolies. There 
is, however, abundant evidence that some considerable 
degree of concerted action within industries is prefer- 
able, in the interests of stability, to competition on the 
plane of mutual ignorance and powerlessness. If, as Pro- 
fessor J. M. Clark insists, one of the economist’s im- 
portant functions is to speculate upon what might be, 
here is a field to his hand, waiting, however, upon a 
sufficient body of facts whereon to vent his analytical 
powers. It seems probable that the sharp alternatives 
of monopoly and competition are about to retire as the 
categories wherewith to define public policy. In their 
place will be required, not merely definition of kinds of 
competition and degrees of monopoly, but the legal 
definition, as well, of specific types of control, combin- 
ing competitive and monopolistic features, applicable to 
specifically designated situations, and administered un- 
der specific agencies of regulation yet to be devised. 
Such prognostication indicates my belief that Professors 
Seager and Gulick apprehend the needs of the present 
situation more accurately than does Professor Watkins. 
It is mainly speculative; but on the more important 
aspects of the situation we can do no more than specu- 
late. 


Paut T. Homan 
CorNELL UNIVERSITY 
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